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Abstract 
 
The present study has considered both the pros and cons of foreign aid program, thereby 
aiming to examine the long run causal relationship between economic development and 
foreign aid providing impetus to the effects of selected macroeconomic indicators in three 
major South Asian economies such as, India, Pakistan and Sri Lanka from 1970-71 to 2013-
14. Besides these rudiments, we also examine the impact of aid volatility on economic 
growth of the aforesaid developing economies.  
Foreign aid or Official Development Assistance (ODA) is considered as an essential 
foreign capital in the modern era of global development finance. The primary purpose of the 
foreign aid program to the developing economies is to accelerate their economic 
development such that the threshold level is confined where a satisfactory rate of growth can 
be achieved on a self-sustainable basis. Thoughtfully, the aftermath of the World War II has 
urged developed economies to accumulate billions of dollars in terms of foreign aid to the 
emerging economies for that promulgates the economic growth initiative. Ironically, even 
after accumulating significant amount of foreign aid, the sad demise elicits that, nearly 3 
billion people in the entire world population still live on less than $ 2 per day; with 840 
million suffering from hunger, above 10 million children die from various kinds of 
preventable diseases and more than 1 billion adults are still illiterate. These hindrances 
posits the radical on the effectiveness of the foreign aid program that exemplifies whether 
any sort of long run impact on economic development of the recipient economies has been 
realized or not. There is very limited research done on the empirical analysis of the aid 
effectiveness. Prior work portrays cross country analysis along with heterogeneous data set, 
mismatch in time period, homogenous economic and political turmoil. To agree, very few 
studies evident the country specific studies that have considered homogenous data set and 
uniform time period. Likewise, there are very few studies that have empirically examined 
the impact of foreign aid on economic development of an individual country over a longer 
time period. 
 
 x 
 
We have used unit root test, optimum lag order selection criteria, Johansen-Juselius 
multivariate cointegration test (Johansen and Juselius, 1990) and Vector error Correction 
Mechanism (VECM) test to examine the long run causal relationship between economic 
development and foreign aid keeping in compliance the effects of selected macroeconomic 
variables. Further, we also employed Granger-causality test to identify the direction of 
causality between the variables. We have used diagnostic tests and stability test to check the 
reliability of the fitted model. Succinctly, we have used Ordinary Least Squares (OLS) test 
and the coefficient of variation method to measure the impact of aid volatility on economic 
growth of three South Asian countries, such as, India, Pakistan and Sri Lanka.  
Giving sufficient insights on the prior empirical works, the study concludes that 
foreign aid is unarguably considered as an important determinant of economic development 
of all the three countries such as, India, Pakistan and Sri Lanka. The key findings of our 
study highlights, foreign aid with domestic investment, trade liberalization and the 
investment mechanism made by the private sectors have played a significant impact on 
economic development for the selected south Asian economies such as, India, Pakistan and 
Sri Lanka. The empirical results found that aid volatility has shown significant negative 
impact on economic growth of Pakistan and Sri Lanka.  
             One of the major contributions of this study relies in the statistical inference that 
envisages analyzing the impact of foreign aid on economic development of three major 
South Asian economies, such as, India, Pakistan and Sri Lanka. In the light of the empirical 
findings, we suggest that these south Asian economies should spend their foreign aid in 
developmental activities such as health, education and infrastructure. An effective foreign 
aid policy should be formulated and implemented giving prior impetus to the welfare of all 
the citizens creating huge amount of employment opportunities. The findings of the study 
will be a value addition to the literature of aid effectiveness. Empirical findings of this study 
could be used to formulate development strategies to enhance the effectiveness of the 
foreign aid program in these three economies.  
 
Keywords: Economic Growth and Development; Foreign Aid; Aid Volatility; Aid 
Effectiveness; Co-integration test; VECM test; OLS test.  
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Chapter 1 
 
Background, Issues and Objectives of the 
Study 
 
1. 1. Introduction  
Foreign aid can be defined as the international transfer of public funds in the forms of loans 
and grants directly from one government or an international financial institution to another 
government for welfare purposes. Briefly, they take two forms such as loans at concessional 
terms (constitutes 25 percent of grant amount) and grants such as non-refundable in nature 
(World Bank, 2015 & OECD, 2015). Foreign aid or Official Development Assistance 
(ODA) is considered as an essential foreign capital in the scenario of global development 
finance that promotes the economic development of these developing economies. The 
significance of foreign aid inflows envisages to aid recipient countries to become self-
sustainable in the long run. To augment the fruits of higher economic development, foreign 
aid programs facilitate developing countries to accelerate their economic development in 
reaching the threshold level where a satisfactory rate of growth can be achieved on a self-
sustainable basis. In the modern era, global interest on foreign aid has received special 
interest; in particular Official Development Assistance (ODA) has contributed substantially 
towards the Millennium Developmental Goals (MDGs). Over the last few years, net ODA 
have yielded significant changes in the form of amount, types, source and purpose. The 
International Conference on Development Finance held in Monterrey, Mexico (2002) 
recognized that a significant increase in the ODA amount would be required to achieve the 
MDGs (UN, 2002). To exemplify, ODA has increased from $53.9 billion (current prices) in 
2000 to an astounding fraction of $128.7 billion in 2010. Likewise, net ODA flows by the 
members of the Development Assistance Committee (DAC) of the Organisation for
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 Economic Corporation and Development (OECD) to the developing world became $ 128.7 
billion, the highest amount ever in nominal terms (OECD-DAC, 2011).  
 
Foreign aid has been relatively considered as a stable source of foreign exchange 
earnings in comparison to the other sources of foreign capital such as Foreign Direct 
Investment (FDI) and Foreign Portfolio Investment (FPI). The Monterrey Declaration 
(2002) acknowledged the importance of foreign aid as: “ODA plays an important role by 
complementing other sources of financing required for development, especially for those 
developing countries where private direct investors are reluctant to invest with the fear of 
low profit’ (World Bank Group, 2013). The Millennium Declaration of the United States 
recognized the importance of ODA an economic development and encouraged the 
developed economies to provide more development of financial assistance to these 
developing countries (UN, 2010). In 2012, development aid provided by the DAC donors 
rose by 6.1 percent (in real terms) that reach the highest level than past. To support these 
reports, in 2008, the amount of net ODA inflows constituted more than 10 percent of the 
Gross National Income (GNI) in 26 developing economies of the world. Subsequently, net 
ODA (by the DAC donors) as a percentage of GNI has declined marginally from 0.30 
percent in 2013 to 0.29 percent in 2014. Interestingly in 2011, only a few international DAC 
members such as Denmark, Belgium, Norway, the Netherlands, Sweden and Luxembourg 
have been able to achieve the long-standing UN target of 0.7 percent ODA/GNI (OECD-
DAC, 2011). To advocate, the United States continued to be the largest donor of net ODA 
flows worth of US $ 32.7 billion in 2014 which rose by 2.3 percent compared to 2013 
(constant price). Besides, the G7
1
 countries provided nearly 71 percent of total ODA in 
2014. Subsequently, net ODA has shown a rising trend in 13 DAC member countries with 
the largest recorded in Finland, Germany, Sweden and Switzerland; where as it has declined 
                                                          
1 The  G7 is a group of seven countries comprising of Canada, France, Germany, Italy, Japan, the United 
Kingdom, and the United States. These seven countries are the major industrialized advanced economies as 
reported by the International Monetary Fund as it constitutes more than 64% of the net global wealth ($263 
trillion). 
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in 15 DAC member countries with the largest fall in Australia, Canada, France, Japan, 
Portugal and Spain. If we compare the region wise net ODA flows by the DAC members it 
has considerably  declined to US $ 25 billion in 2014, a fall of 5 percent than its last year 
(OECD-DAC, 2015). 
 
The rudimentary precept of globalization has embarked a steady rise in the net ODA 
inflows by 66 percent within the period from 2000-01 to 2014-15. In the year 2014, the total 
amount of net ODA flows provided by the DAC donors became US $ 135.2 billion in 
comparison to the US $ 135.1 billion in 2013. Net ODA as a percentage of GNI was 0.29 
percent in 2014 and still has been considered as a stable source of development finance in 
the landscape of global development finance. If we consider the net ODA allocations for 
major bilateral projects and programs, then it becomes stable and constitutes 60 percent of 
total ODA. In case of humanitarian aid, ODA increased by 22 percent from US $ 11 billion 
in 2013 to US $ 13 billion (constant prices) in 2014. The total amount of debt relief grants 
have declined by 87 percent from US $ 3.6 billion in 2013 to US $ 476 million in 2014 
(constant prices). The whole discussion about the official record of the allocation, utilization 
and management of foreign aid inflows by various international financial institutions gives a 
clear picture about its role in the economic development of the recipient countries. The 
underlying sections discuss the origin of foreign aid inflows along with its importance in 
economic development.   
 
 
1.2. Origin of Foreign Aid Inflows 
Foreign aid is not a new concept in the world economic affairs. The strategic role of foreign 
aid in accelerating the development process has been acknowledged in the Post World War 
II period. Before the First World War, foreign aid was used as an important instrument of 
the foreign policy of the states. Prior to the Second World War, it was used as a profitable 
mode of investment by the donor community. After the radicles of the Second World War, 
that foreign aid began to flow in a planned way when developed western countries started 
Chapter 1                                                                      Background, Issues and Objectives of the study 
4 
 
contributing primarily for the development of infrastructure, alleviation of poverty, 
emergency relief, peace-keeping efforts and socio-economic reconstruction programs of 
their war devastated countries (Fraser, 1998). The importance of foreign aid inflows have 
increased dramatically since after the success of Marshall Plan
2
 in 1950’s. The successful 
implementation of the Marshall Plan in Europe witnessed a great deal of optimism that the 
provision of foreign aid inflows act as a catalyst to stimulate economic growth and 
development in recipient countries (Collodel, 2011). The origin of the foreign aid inflows 
was based on the modernization theory
3
 which states that it is the moral obligation on the 
part of the rich countries to support the growth and development process of the poor 
countries. Supporters of modernization theory believed that economic development as a 
linear process, in which the economy transitions from a backward traditional culture into an 
advanced, modern, industrial and technological well up economy. Foreign aid would be used 
as an important financial tool that would help the poor countries to become developed 
(Stewart, 2005). The major contribution of foreign aid towards underdeveloped economies 
can be evaluated by their role in minimizing two major gaps; (1) saving- investment gap (2) 
export-import gap (Chenery & Burno, 1962). In addition, foreign aid also helps in filling 
major loophole i.e. technological gap persistence in many developing economies. The 
current wave of financial globalization and its aftermath has been marked by the huge 
transfer in international capital flows to the industrial and developing economies. This 
allocation of external capital are based on the assumption that huge amount of capital 
inflows leads to high economic growth in the developing countries (Edwin, 1950). 
                                                          
2
 The Marshall Plan or the European Recovery Program (ERP) was introduced by the United States in April 
1948 and was in operation for four years. This plan was named after the Secretary of State George C. Marshall. 
This Plan is often used to describe a planned large-scale rescue program. The main purpose of this program 
was to provide financial assistance to rebuild war-devastated European regions, remove trade barriers, 
modernize industry and make Europe prosperous again. 
3
 Modernisation theory refers to the transformation of the society from a backward traditional or a pre-modern 
society into an advanced modern, industrial and technological new social order. It explains how society 
progresses, what variables affect that progress and how society can react to the progress. It assumes that 
development as a linear process. In 2001, Mouton postulates that this theory was an attempt to provide the 
theoretical framework to describe the path by which the newly decolonized countries of the 1960’s in Africa, 
Asia, and Latin America able to achieve their development destinations.  
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According to the supporters of foreign aid, ODA is the necessary and sufficient condition to 
faster the development process of the developing and under developed countries (UDCs) as 
it complements domestic resources and supplements domestic savings. They also bring 
managerial skills, organizational capability, research ideas, market access and modern 
technology that increase the productivity of capital and promote indigenous technical 
change. The supporters of the foreign aid program such as Rostow, (1960), Papanek (1972), 
Dowling and Hiemenz (1982), Gupta and Islam (1983), Burnside and Dollar (1997), Fayissa 
and El-Kaissy (1999), Hansen and Tarp (2000), Dalgaard et al. (2004), Gomanee, et al. 
(2005), Karras (2006), Minoiu and Reddy (2009) and Sakyi (2011) found evidences that 
foreign aid has significant positive impact on economic growth of the  recipient countries.  
 
Over the past 60 years, the foreign aid program was only capable enough to fulfil its 
developmental objectives. In some cases, it is found that foreign aid hinders the growth 
process of the recipient countries. Prior studies on the foreign aid program such as Pedersen 
(1996), Svensson (2000), Knack (2000), Mallick and Moore (2006), Mallik (2008), and 
Ekanayake and Chatrna (2010) argue that the impact of foreign aid on economic growth is 
negative. They articulate that unproductive utilization of the foreign aid are the cause of its 
failure and its partial success. Based on the anecdotes, the following table-1 shows different 
factors contributing to both positive and negative impact of foreign aid on economic 
development process of the developing countries: 
Table 1.1 
Factors Affecting the Impact of Foreign Aid on Economic Development 
Foreign Aid Act as an Engine of Economic 
Development 
Foreign Aid Act as an Obstacle to Economic 
Development 
 
1. Developmental expenditure. 
2. Presence of good- policy environment 
(fiscal, monetary and trade policies). 
3. Political stability. 
4. No state intervention. 
5. Absorptive capacity. 
6. Developmental aids promote growth 
process. 
1. Unproductive utilization. 
2. Volatility of aid inflows. 
3. Bad economic management. 
4. Corruption. 
5. Poor coordination among aid agencies. 
6. Institutional inefficiency. 
7. Fungibility of foreign aid. 
 
Source: Literature Review 
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Since after World War II, developed economies have been providing billions of dollars in 
terms of foreign aid to the developing world for the welfare motives. Even then these 
problems are not solved completely and in some cases existing problems are aggravated. 
Over the last 60 years, donors have provided more than $2.3 trillion amount of foreign aid to 
poor countries for their developmental activities. Since after getting such huge significant 
amount of foreign aid, nearly 3 billion people still live on less than $ 2 a day; 840 million 
are suffering from hunger, 10 million children die from various kinds of preventable 
diseases and 1 billion adults are still illiterate (Easterly, 2006). Here the question arises, who 
are responsible for this: the donors or the recipient government or the aid providing system 
or the implementation strategy or something else? With the passage of time this topic has 
emerged to be an important issue. Both foreign aid donors and recipient governments have 
recognized the need to establish a possible relationship between foreign aid and economic 
development. Studies on such relationship have often ended with inconclusive conclusions. 
In this context, it is essential to analyze the role of foreign aid on the economic development 
of the developing countries.   
 
 
1.3. Importance of Foreign Aid in Economic Development  
The 21
st
 century envisages survival and sustainability of higher economic development as 
the primary objective of the developing economies that visualizes Millennium Development 
Goals (MDGs), based on the recommendations of the Millennium Summit
4
 of the United 
States in 2000. Economic development is a multi-dimensional process in which capital plays 
an important role. It can be defined as the continuous process whereby the real national 
income of an economy increases over a long period of time (Lekhi & Aggarwal, 1999). 
Early economic growth models have argued that investment is considered as the major 
                                                          
4 The Millennium Summit was a meeting held among many world leaders at the United Nations headquarters, 
New York City in 2000 (6
th
 to 8
th
 September). The main agenda of this meeting was to discuss the future plans 
of the United Nations at the advent of the 21st century. At this meeting, world leaders gave their positive 
consent about the United Nations Millennium Declaration 2005. 
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determinant of the process of economic development. In fact, Harrod-Domar model
5
 of 
growth has treated capital as the crucial factor in economic development. Quite surprisingly, 
about 1/4
th
 of the total world population lives in the developed countries with high standard 
of living. The rest 3/4
th
 of the world population lives in the backward regions of Asia, 
Africa, South America and Sub Saharan countries where poverty, illiteracy, unemployment 
and malnutrition are widespread. 
 
Capital is considered as the life blood of all the economic activities as it determines 
the financial strength to achieve all its developmental goals. Ironically, shortage of domestic 
capital is an inherent plague that augments the common characteristics of the developing 
countries. Inadequate investment in their developmental programs forced these countries to 
remain stagnant over a long period of time. The apparent solution to their dilemma is to have 
more and more capital in the form of either domestic capital or foreign capital. There are 
two major sources which help in the generation of capital such as, internal sources and 
external sources. Internal sources include domestic capital formation which is a combination 
of household savings, private savings, government savings and the revenue generated 
through taxation. The main forms of external capital inflows are official flows and private 
flows. Official capital flows refers to the transfer of resources at a concessional rate from a 
developed country or an international financial institutions to a poor nation at the time of 
need. They include foreign aid, grants, and other assistances. Private capital flows comprise 
all the investments made by foreign companies, firms and individuals in various sectors of 
the economy. 
 
                                                          
5 Harrod-Domar model of economic growth was developed by Roy F. Harrod in 1939 and Evsey Domar in 
1946 as a pioneer to the exogenous growth model. It is an early-post Keynesian model of economic growth 
which used in development economics to explain the growth rate of an economy in terms of the level of 
savings and the productivity of capital. It states that there are three kinds of growth i.e. warranted growth, 
actual growth and natural rate of growth. It explains that growth depends on the quantity of labour and capital; 
more investment leads to higher capital accumulation, which further generates economic growth.   
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In the era of globalization and economic integration, not a single country in the world is self-
sufficient; rather they have to depend upon each other to accelerate their developmental 
process. Most of these underdeveloped and developing nations depend on foreign capital to 
accelerate the process of economic development as it brings sufficient physical and financial 
capital, investment funds technical know-how, skilled personnel, organizational experience, 
market information, advanced production techniques, innovations in products and foreign 
exchange resources (Morrisey, 2001). However, foreign capitals are classified as foreign aid 
flows and private capital flows. The private capital investors are reluctant to invest in the 
developmental activities of the developing nations with a fear of low profit. The financial 
needs of developing countries are so large that private foreign investment can only partially 
solve this problem. Most often, private capital flows are guided by the profit motives, so it 
has nothing to do with the developmental programs which need huge investment, high risks, 
long gestation period and low yielding profit (Sahoo and Sethi, 2013). In fact, foreign aid 
plays a significant role in financing these developmental activities.  Investment in 
developing economies can be financed by only foreign aid which are guided by the welfare 
motive. Adding to this, aid contributes faster economic development, increased 
employment, income and ultimately helps to reduce the poverty level in the recipient 
countries (Ali & Ahmad, 2013). The following figure 1.1 shows the generation of capital 
and its classification into different sub groups: 
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Figure 1.1: Classification of Capital 
Source: Author’s Calculation 
 
1.4. Foreign Aid Inflows to Developing Countries  
According to the Development Assistance Committee (DAC), ODA is defined as the 
international transfer of public funds provided by the official agencies such as bilateral 
donors and multilateral donors to their member countries for the welfare motives. The major 
purposes of these financial transactions are to promote economic development and 
wellbeing of the recipient economies. They take two forms such as concessional loan that 
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conveys a grant element of 25 percent (calculated at a rate of 10 percent) and the grant 
element which is non-refundable in nature (OECD, DAC 2015). There is no obligation on 
the part of the recipient countries to repay the grant element. Foreign aid flows are guided by 
the following three motives: 
 Humanitarian (Moral or Ethical): This includes compensation for past injustices, 
uneven distribution of global natural resources and the moral obligation to help the 
poor to improving their standard of living. 
 Economic self-interest: To develop markets for the products of the donor countries 
by means such as, to get cheap raw materials, disposal of the surplus products and to 
earn profit.  
 Political or strategic self-interest: To have cordial relations with the recipient 
countries, reducing the threat of war and to have a peaceful political associatio in the 
international sphere. 
The following figure 1.2 shows the three major motives behind the foreign aid inflows:   
 
 
Figure 1.2: Motives behind Foreign Aid inflows 
Source: Author’s Calculation 
 
There are two parties that are involved in case of foreign aid inflows. One is the 
donor party who actually gives the assistance to other countries at the time of need and the 
recipient party who receives the assistance to overcome the state of underdevelopment and 
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cherishing the targeted rate of growth. In the same way, donor communities are divided into 
the following two categories: 
1. Bilateral aid Donors: The official development assistance that flows directly from a 
donor country government to a particular recipient country. In this case, the aid transfers 
between two countries without the interruption of any third party.  
2. Multilateral Aid Donors: They are provided through the mediation of an international 
organization such as World Bank (WB), International Monetary Fund (IMF) and Asian 
Development Bank (ADB) which collects donations from rich countries' governments 
(on the basis of their membership quota) and then redistributes them to the developing 
economies for welfare purposes. 
 
          According to the OECD report, top ten aid recipient countries of gross ODA inflows 
(US $ million) are Myanmar, Afghanistan, India, Vietnam, Indonesia, Kenya, Ethiopia, 
Pakistan, Tanzania and Syria Arab Republic. Among the top ten countries, the first top five 
countries constitutes 15 percent of the total gross ODA whereas the top 10 countries 
constitutes 23 percent of gross ODA inflows (OECD, 2015). The following figure 1.3 shows 
the share of both bilateral and multilateral aid in total ODA inflows provided by the DAC 
countries where multilateral ODA constitutes 31 percent and rest 69 percent ODA inflows 
provided by the bilateral institutions. 
 
Figure 1.3: Share of Bilateral and Multilateral Aid in total ODA, 2014 
          Source: OECD, 2015 
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1.4.1. Basic Principles of Foreign Aid Flows 
The guiding principles of foreign aid inflows are discussed below: 
Principle-1: The terms and conditions of foreign aid inflows should be transparent without 
any hidden motive, simple to implement and relatively favorable to the recipient countries. 
Principle-2: Foreign aid must be used as a tool of diplomacy rather an act of charity. 
Principle-3: Foreign aid must be a mutually beneficial process to both the parties such as 
donor community and recipient economies involved in the transfer. 
Principle-4: Foreign aid must be withdrawn or reduced if the terms and conditions or any 
discrepancy circumstances are not mutually favorable for both the parties. 
 
 
1.4.2. Income Group Wise Distribution of ODA, 2014 
The following figure 1.4 shows income group wise distribution of ODA amount (US $ 
million) by the DAC members during 2014. It clearly shows that unallocated amount of 
ODA inflows gets the highest share in total ODA such as 33.4 percent which is followed by 
LDCs (28.3 percent), lower middle income countries (22.8 percent), upper middle income 
countries (13.0 percent) and other low income countries (2.5 percent) respectively. 
33.4
28.3
22.8
13
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Other LIC
 
Figure 1.4: Income Group Wise Distribution of ODA, 2014 
           Source: OECD, 2015 
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1.4.3. Region Wise Distribution of ODA, 2014 
The following figure 1.5 shows the region wise distribution of ODA amount (US $ million) 
by the DAC members during 2014. Figure 1.5 depicts that unspecified allocation of aid gets 
the highest share in total ODA i.e., 27.2 percent, followed by South of Sahara (25.8 percent), 
South and Central Asia (16.1 percent), Other Asia and Oceania (11.5 percent), Middle East 
and North Africa (9.8 percent), Latin America and Caribbean (6.8 percent) and Europe (2.9 
percent) respectively. 
 
 
 
Figure1.5: Region Wise Distribution of ODA, 2014 
            Source: OECD, 2015 
 
 
1.4.4. Sectoral Distribution of ODA, 2014 
The following figure 1.6 shows the sectoral distribution of ODA amount (US $ million) by 
the DAC members during 2014. They depicts that education and health sector jointly gets 
the highest share in total ODA i.e. 19.7 percent which is followed by economic 
infrastructure (18.9 percent), social infrastructure (17.6 percent), unspecified allocation of 
aid (11.5), humanitarian aid (10.9), multi sector aid (9.4 percent), production (6.8 percent), 
program assistance (3.4 percent) and debt relief (1.8 percent) respectively. 
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    Figure 1.6: Sectoral Distribution of ODA, 2014            
    Source: OECD, 2015 
 
 
1.4.5. Four High Level Forums on Aid Effectiveness  
The continuous effort made by the DAC members of OECD towards the modernizing, 
deepening and broadening of development among aid agencies and smooth delivery of aid 
inflows has been marked by four major events named as Four High Level Forums (OECD, 
2015). The major purposes of all these forums are to raise the effectiveness of the foreign 
aid program by maintaining proper coordination among the donor agencies and recipient 
countries. The four High Level Forums are discussed as follows: 
 
1. First High Level Forum (Rome, 2002) 
The first high level form held at Rome in 2002 considered as the first meeting among the 
developmental donors with the aim to raise the aid effectiveness. This meeting has taken the 
following action to meet the ambitious targets of the MDGs: 
 Development aid should be provided on the basis of the timing and priorities of 
the recipient countries; 
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 Donors community should focus on the assigning of co-operation and raise the 
flexibility of the members associated with the programs and projects; 
 Good practices of the recipient countries should be encouraged and monitored by 
analytical works with the aim to strengthen their determination to achieve the 
developmental goals. 
 
2. Second High Level Forum (Paris, 2005) 
The second high level form held at Paris in 2005 marked as the second meeting towards 
enhancing aid effectiveness via Harmonization, Alignment and Results. Both the donor and 
recipients were mutually agreed upon to hold each other accountable for achieving the 
action oriented guiding principles of this forum. This meeting has taken the following five 
fundamental principles with a hope to raise the quality of aid and its impact on economic 
development: 
 Ownership: Developing countries are free to set their own strategies to improve their 
institutional efficiency, handle the corruption level and reduce the poverty;  
 Alignment: Donor countries support these strategies and take the help of the local 
government; 
 Harmonisation: Donor communities harmonize, simplify the techniques and share 
the information in order to stop duplication; 
 Results: Both donor community and developing countries shift their focus on 
development results and its measurement; 
 Mutual accountability: Both parties involved in aid inflows should be accountable 
for the developmental results. 
 
3. Third High Level Forum (Accra, 2008) 
The third high level form held at Accra in 2008 considered as the unprecedented agreement 
among the developmental partners with the aim to raise the aid effectiveness. Here the 
developmental partners include donor community, developing countries, civil 
society/organisations, global funds, emerging economies and multinational institutions. This 
Chapter 1                                                                      Background, Issues and Objectives of the study 
16 
 
meeting impetus to streamline the implementation towards the developmental goals set by 
Paris declaration in 2005 along with the development of selected priority areas. This Accra 
Agenda for Action (AAA) adopts stack of progress, proposing set of advanced accelerated 
agenda to achieve the Paris declaration objectives via ownership, partnerships and delivering 
results. 
 
4. Fourth High Level Forum (Busan, 2011) 
The fourth high level form held at Busan in 2011 considered as the turning point relating to 
the aid-development nexus. This forum prepared a set of targets relating to the allocation of 
aid and other developmental activities across the globe. This meeting ended with the 
agreement named Busan Partnership for Effective Co-operation by the delegates of both 
donor party and recipient countries, civil society, Brazil, Russia, India, China and South 
Africa (BRICS), private investors, South-South co-operation. This meeting signed an agreed 
strategies focusing on the effectiveness of foreign aid program.  
 
 
1.5. Brief Review of Prior Studies  
The role of foreign aid on economic development has been a trending topic of debate in 
several developing countries. The two major incidences such as recent global financial crisis 
of mid-2007 and the ongoing depreciation of domestic currency puts a question mark on the 
effectiveness of foreign aid inflows to the developing economies. Certain works criticize 
free inflows of foreign aid are one of the major causes of currency depreciation. In this 
respect, it is better for the developing economies to generate more amount of domestic 
capital rather to depend upon foreign aid inflows to finance its development process. Most 
of the past studies are based on the aid-growth nexus rather its impact on economic 
development. Some of these studies used growth and development variables in the similar 
context. Prior works relating to foreign aid-development nexus can be discussed in two 
sections: first section deals with those studies which believed that foreign aid acts as an 
Chapter 1                                                                      Background, Issues and Objectives of the study 
17 
 
engine of economic growth whereas the second section includes those studies which 
believed that foreign aid acts as an obstacle to economic growth. 
 
 
1.5.1. Foreign Aid Acts as an Engine of Economic Growth  
According to the supporters, foreign aid is crucial and sufficient condition to faster the 
growth process of the developing and under developed countries (UDCs). They complement 
domestic resources and supplement domestic savings to fulfil saving-investment gap to 
achieve the target growth. Foreign aid helps the capital-deficient economies to accelerate the 
takeoff into the self-sustained growth via supplementing domestic scarce resources and 
encouraging industrial development (Rostow, 1960). In a cross-country analysis, using 
regression approach for 34 countries in the 1950s and 51 countries in the 1960s, Papanek 
(1972) has found that foreign aid has comparatively greater positive effect on growth as it 
helps to fill both foreign exchange gap and the saving-investment gap. By extending this 
study, Singh (1985), Mosley et al. (1987) and Snyder (1993) have analyzed the contribution 
of foreign aid inflow towards economic growth of developing countries including country 
size (measured by GDP) in the model. They have found that when country size is considered 
in the model, the coefficient of foreign aid becomes positive and significant. Additionally, 
foreign aid also brings the opportunity to access the up-to-date technology and managerial 
skills, and allows easier entry into the foreign market (Chenery & Strout, 1966; Gulati, 
1975; Gupta, 1975; Levy, 1988 and Islam, 1995). Singh (1985) has found that foreign aid 
has strong positive impact on growth when the state intervention is not taken into 
consideration. Burnside and Dollar (1997) have argued that aid works well in the presence 
of good- policy environment particularly in the recipient country. Fayissa and El-Kaissy 
(1999) have found that foreign aid positively affects economic growth in developing 
countries. By considering panel data of 56 developing countries (from 1970-1973 to 1990-
1993), Burnside and Dollar (1997) have found that aid has a positive impact on growth in 
developing countries with good fiscal, monetary and trade policies but has little impact on 
countries where such policies are not properly implemented.  
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By using the modern cross-country growth regression, Hansen and Tarp (2000) have 
examined the impact of foreign aid on economic growth (measured by real per capita GDP) 
and the result supports that aid continues to have positive impact on growth through 
investment and effective economic policy. In his study, Kosack (2003) found that aid 
positively contribute the wellbeing of the democratic countries.  Based on the recent fiscal 
developments, a new fiscal model has been developed by including the four major 
components of foreign aid namely project aid, program aid, technical assistance and food 
aid. The distribution of foreign aid in each component has been considered as a choice of 
government policy. Specifying the budget constraints, the model has been developed where 
aid is included in aggregated form. This study concluded that major policy implications can 
be derived by associating the results of both aggregated aid and disaggregated aid models 
and ultimately the result will help to raise the effectiveness of aid inflows (Mavrotas & 
Ouattara, 2003). By using regression technique (from 1960-2002), Ghulam (2005) has 
investigated the effectiveness of foreign aid on economic development of Pakistan. The 
result supports that foreign aid has significant positive effect on economic development of 
Pakistan during this study period. They also suggest that aid may be helpful in boosting 
economic growth under the presence of appropriate monetary, fiscal and trade policies. By 
using the time series data for the period 1968-1999, McGillivray (2005) has econometrically 
analyzed the impact of aid on poverty and economic growth of African countries and the 
result found that aid positively contributes towards the growth process of African countries 
via reducing poverty.  
 
By employing co-integration test, Hatemi and Irandoust (2005) have investigated the 
long run impact of foreign aid on real growth of six developing countries of Asia and Africa 
over the period 1974 to 1996. The empirical result shows that foreign aid has a significant 
positive impact on economic growth of all the countries via supplementing domestic 
savings. Addison et al., (2005) have examined the trend of official aid inflows to Africa over 
the period 1960 to 2002. This study observed tremendous fall of aid inflows in Africa over 
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the last decade which has a significant negative impact on the economy as a whole. As a 
result of the decline in aid inflows, the Millennium Development Goals (MDGs) will be 
much harder for African government to achieve. They conclude that aid stimulate the 
growth process and reduces poverty i.e., positively supports public sector spending and 
reduces domestic borrowing. The volume of foreign aid has shown a rising trend during the 
last four decades. During the period, a major change is noticed in the list of recipient’s 
countries. The share of aid to Asia has declined since 1980s while to Sub-Saharan Africa has 
shown a rising trend. Since the late 1990s, a larger share of foreign aid to Sub-Saharan 
Africa has been used for debt relief. Evidence has shown that donor parties are more 
interested to provide foreign aid in the form of technical assistance than any other purposes. 
Donor coordination, national ownership of development plans and comprehensive domestic 
policies of the recipient countries are crucial for the aid effectiveness to reduce poverty 
(Gupta et al., 2003). 
 
By using the panel data of 71 developing countries, Karras (2006) examined the 
relationship between foreign aid and growth in per capita GDP for the period 1960-1997. 
The study concluded that the effect of foreign aid on economic growth is positive, 
permanent and statistically significant. Ngang (2008) has explored the impact of aid on 
economic growth and development of Cameroon using the descriptive statistics over the 
time period from 1997 to 2006. They found that foreign aid has significant impact on the 
current level of economic growth whereas the results are not favorable toward the 
development process. Sakyi (2011) has investigated the extent to which trade openness and 
the inflows of aid and their impact on economic growth of Ghana in post liberalization 
period. From the Auto Regressive Distributed Lag (ARDL) test, he found that the impact of 
both trade openness and aid inflows on economic growth are positive and statistically 
significant in both short run and long run. 
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1.5.2. Foreign Aid Act as an Obstacle to Economic Growth 
Succinctly, arguments relating to the foreign aid hindrance require a special attention. The 
opponents believed that foreign aid assists to import inappropriate technology; misleads the 
domestic income distribution and promote inefficient and corrupt government in developing 
countries (Griffin, 1970; Griffin & Enos, 1970 and Easterly, 2003). Domar (1947) and 
Rostow (1956), influenced by the modernisation theory argued that aid could be used to 
stimulate domestic savings, which in turn would accelerate economic growth (Clemens et 
al., 2004). But not everyone agreed with foreign aid’s theoretical ability to promote growth. 
Friedman predicted that ‘new aid programs would not lead to economic growth (Hudson & 
Mosley, 2001). Early research began to reveal that indeed foreign aid might not be 
delivering on its promises. Rahman (1968) and Gupta (1970) both found that foreign aid had 
no impact on domestic savings (McGillivray, Feeny, Hermes & Lensink, 2006). Griffin 
(1970) found that foreign aid caused public savings to decline. Griffin’s research indicated 
that foreign aid actually caused deterioration in economic growth, and that aid was being 
allocated to public consumption, which was reducing the levels of domestic savings. He 
observed that foreign aid was creating a decline in tax revenue, since the inflow of easy 
foreign aid was acting as a disincentive for government to increase tax collection efforts. 
Similarly, Bauer (1976) found that foreign aid had little effect on growth. The early research 
up to 1975 concluded, though with some ambiguity, that aid had little or no impact on 
growth.  
 
Using time series data in the context of Cameroon from 1971 to 1990, Mbaku (1993) 
has found that domestic resources have a stronger impact on economic growth than foreign 
resources. The unproductive utilization of foreign aid in consumption purposes are one of 
the major factors responsible for aid ineffectiveness (Boone, 1994). Pedersen (1996) has 
argued that it is not possible to conclude that foreign aid has a positive impact on economic 
growth. Using game theory technique, the study has found that the impact of aid on growth 
is not positive. Svensson (1998) has argued that large aid flow help to raise the welfare gain 
as in certain cases large aid inflows result high expectation which might cause rent seeking 
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activities and reduce the expected quality of the public goods. Dollar and Easterly (1999) 
found that aid neither help to raise the investment nor induced policy reform in Africa. The 
study concluded that investment have not shown any tight link on economic growth of 
Africa both in the short and long run.  
 
In a cross country analysis, Knack (2000) has explained that the higher aid inflows 
reduces the quality of governance indexes such as bureaucracy, corruption and the rule of 
law which ultimately hinders the growth process of the economy. Collier and Dollar (2001, 
2002) have supported that aid works well in the presence of good-policy environment and 
perform less in the presence of poor policies. By controlling for uncertainty, the effect of aid 
on economy has been examined for a number of developing aid recipient countries. It has 
been found that the impact of aid on growth depends upon the level and efficiency of 
investment. Therefore, foreign aid uncertainties are consistently and adversely related to the 
growth process and that controlling of uncertainty has shown negative effects on growth via 
the level of investment (Lensink & Morrissey, 2000).  
 
Easterly et al. (2003) re-examined the works done by Burnside and Dollar by using a 
larger sample size. They found that it was unwise to conclude that aid has significant 
positive impact on economic growth. The above studies have found that foreign aid has 
significant negative impact on economic growth of recipient countries. The major causes 
such as corruption, fungibility of foreign aid, bad economic management, underutilization of 
aid, poor economic policies, aid dependency, lack of coordination and cooperation among 
aid agencies evident the negative impact of aid on growth. The variation in the effectiveness 
of aid on productivity are not policy induced rather it depends upon different allocation rule 
which maximize the effect of aid on long-run productivity and poverty (Dalgaard et al., 
2004).  
 
Mallick and Moore (2006) have investigated the impact of external financial capital 
(both official and private capital flows) on economic growth for 60 developing countries 
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from 1970-2003. They have concluded that private capital flows have favorable effects on 
the domestic capital formation across all income-group countries, whereas official financial 
flows contribute to increasing investment only in the middle income economies, not in the 
low income countries. Mallik (2008) has examined the effectiveness of foreign aid on 
economic growth in the six-poorest and highly aid dependent African countries by using the 
Johansen’s co-integration tests. The empirical results has shown that aid as a percentage of 
GDP and the long run impact of aid on growth was found negative for most of the sample 
countries. Ekanayake and Chatrna (2010) have analyzed the effect of foreign aid on the 
economic growth of 85 developing countries covering Asia, Africa, Latin America and the 
Caribbean countries for the period 1980-2007. They have concluded that foreign aid has 
mixed effects on economic growth in developing countries which depends on many factors 
such as economic policies, geographic condition, human development and institutional 
efficiency. Safdari and Mehrizi (2011) have investigated the long term relation of five major 
macroeconomic variables i.e., GDP, private investment, foreign loan, public investment and 
import in the purview of Iran from the period 1972-2007. This study has used the Vector 
Autoregressive (VAR) model to find out the dynamic short run equilibrium relationship 
among the variables. The result has found that foreign loan has a negative effect on gross 
domestic product and positive effect on private investment. The table 1.2 briefly explains 
recent literature on aid-development nexus  
Table 1.2 
 Review of Some Recent Literatures 
Study Coverage Methodology Findings 
Feeny 
(2005) 
Single country analysis: 
Papua New Guinea for the 
period 1965-1999 
Auto Regressive 
Distributed Lag 
(ARDL) 
Aid and its various constituents have 
shown significant positive impact on 
growth when the country has properly 
implemented the Structural Adjustment 
Program of the World Bank 
Ngang 
(2008) 
 Single country analysis: 
Cameroon (1997 to 2006) 
Descriptive 
statistics 
Foreign aid significantly contribute to the 
current level of economic growth but has 
no significant contribution to economic 
development 
Mallik 
(2008) 
six poorest and highly aid 
dependent African 
countries 
Johansen’s co-
integration tests 
Aid as a percentage of GDP and the long 
run effect of aid on growth was found to 
be negative for most of these countries. 
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Minoiu 
and 
Reddy 
(2009) 
Cross country analysis of  
developing countries 1960-
2000  
OLS and 2SLS 
techniques. 
Developmental aid promotes long run 
growth. 
Sakyi 
(2011) 
Single country analysis 
:Ghana (post liberalization 
period) 
ARDL Approach Impact of both trade openness and aid 
inflows on economic growth is positive 
and statistically significant in both short 
run and long run. 
Jansky 
(2012) 
Panel of 180 countries 
from 1971 to 2007 
Regression and 
GMM method 
There is unidirectional causal relation 
exist between Per-capita GDP and foreign 
aid. 
Bruckner 
(2013) 
47 selected less developed 
countries (1960 to 2000) 
OLS, 2SLS and 
GMM 
techniques 
Foreign aid has a significant positive 
effect on real per-capita GDP growth 
Lof et al. 
(2015) 
Panel of 50 countries Panel VAR 
model 
Foreign aid has positive and statistically 
significant long run impact on income. 
Dabla 
Norris et 
al. 
(2015) 
Covers 22donors and 113 
recipient countries (1970-
2005) 
Descriptive 
statistics, 
Estimation 
Method 
Developmental aid plays an important 
cushioning role during the times of severe 
macroeconomic stress. 
Source: Literature Review 
 
From the past theoretical and empirical studies relating to aid effectiveness, it is 
evident that measuring the aid-growth nexus is a daunting task. The literature does not 
provide any definitive and concrete evidence that whether foreign aid has a positive or a 
negative impact on economic development. The analysis of both theoretical and the 
empirical literature on foreign aid however deals with controversies and paradoxes. More 
recently, a number of studies have examined the possibility of strictly Pareto improving 
foreign aid such as, situations where both the donor and the recipient are better off as a 
result of the transfer.  
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1.6. Research Gap  
Since last 60 years, researchers have tried to answer the question that why foreign aid has 
not produced the expected results. The following are the few limitations observed in the past 
studies: 
1) Cross country studies relating to the impact of foreign aid on economic growth and 
development considered all countries, aid types and time horizon as homogenous. But in 
reality all the factors differs from country to country (Collodel, 2011). 
2) Foreign aid is neither the only determinant of economic development nor it works in 
isolation. There are some other major macro-economic variables such as saving, 
investment, domestic investment made by the private sector, trade openness and 
financial sector development which have significant contribution to the development 
process of an economy. 
3) In case of annual time series data, minimum 30 years data should be considered to 
capture the appropriate long run trend among the variables. Most of the studies are 
taking short time period for the empirical analysis. 
4) Aid is given for the welfare motives which can’t be measured only by its impact on 
growth rather it should include the development indicators to examine its effectiveness. 
Very few studies exist which have tried to examine the impact of aid on development, 
but they are criticized for the variables that they have used as the proxy of development. 
5) Most of the prior studies have tried to examine the relationship between aid and growth 
particularly in Lower Developing Countries (LDCs). They are more concerned about the 
problems of the LDCs and neglect the problems present in the developing economies. 
6) In case of cross country analysis, systematic time series data on different variables is not 
available. Unavailability of the uniform data set for a homogenous time period is also 
responsible for the undesirable results.  
7) Some of the studies can be criticized for the econometric tools used in their studies as 
they used without proper justification about their applicability for the study.  
 
 
Chapter 1                                                                      Background, Issues and Objectives of the study 
25 
 
1.7. Significance of the Study 
The present study aims to overcome the above limitations by incorporating an appropriate 
model, using the time series data for 44 years, and the appropriate econometric tools. 
Mismatch of variables and time period is another drawback of many panel data and cross 
section analysis. In this regard this study has individually examined three major south Asian 
economies such as India, Pakistan and Sri Lanka and the empirical findings have provided 
more specific results in comparison to cross-country analysis. There are very few studies 
available in literature which empirically tested the impact of foreign aid on economic 
development in case of individual countries specifically India, Pakistan and Sri Lanka. The 
present study makes a preliminary attempt to test the long run relationship between foreign 
aid and economic development along with the presence of selected macroeconomic 
indicators. In this study, we have examined the long run causal relationship between foreign 
aid and economic development as aid comes for development and not for GDP growth of an 
economy. Most of the prior studies are having some drawbacks in case of selection of the 
variables, time period and methodology used. Earlier researchers have taken GDP as the 
indicator of economic development but in reality GDP indicates growth rate which differs 
from economic development. Most of the prior studies examined theoretically the 
relationship between aid and development and some of them have used inappropriate 
econometric technique for their analysis. We have used appropriate econometric tools such 
as Cointegration test, Vector Error Correction Mechanism (VECM) and Granger causality 
technique to examine both long run and short run impact of selected macroeconomic 
indicators on development of India, Pakistan and Sri Lanka. We have also employed 
different diagnostic criteria to test the reliability of the empirical results. The volatile nature 
of foreign aid inflows make it as a debatable issue.  There is need to find out the impact of 
aid volatility on economic growth as in many cases it has shown negative impact on growth 
(Neanidis & Varvarigos: 2005,and Chervin & Wijnbergen: 2010). 
 
There are very few studies available in literature which empirically tested the impact 
of foreign aid on economic development in case of individual countries specifically India, 
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Pakistan and Sri Lanka. In this context, a special mention should be noted that not only the 
factors such as amount, type and the effectiveness of foreign aid are important but also the 
appropriate use of these funds by the recipient country should be taken into consideration. 
The present study aims to address the problems relating to the partial fulfilment of the aid 
programs and would suggest certain policy implications to enhance the effectiveness of 
foreign aid program in three major South Asian countries such as, India, Pakistan and Sri 
Lanka.  
 
 
1.8. Research Questions 
On the basis of the literature review section and the research gap found in the prior studies, 
the following research questions are framed: 
a) Whether there exist any type of long-run or short-run relationships between foreign 
aid and economic development in India, Pakistan and Sri Lanka? 
b) Does foreign aid act as a supplement or a substitute to the domestic capital and other 
private foreign capital in India, Pakistan and Sri Lanka? 
c) Does volatility of aid inflows affect economic growth?  
d) How can foreign aid be made more effective in India, Pakistan and Sri Lanka? 
 
 
1.9. Objectives of the Study  
By considering both pros and cons of foreign aid flows, this study aims to examine the 
impact of foreign aid on economic development in three major south Asian economies such 
as, India, Pakistan and Sri Lanka. To support the main objectives, we have framed the 
following specific objectives: 
(1) To analyse the trend, composition and changing pattern of foreign aid inflows into three 
South Asian countries such as, India, Pakistan and Sri Lanka. 
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(2) To examine the impact of foreign aid on economic development of India, Pakistan and 
Sri Lanka along with the presence of some selected macroeconomic indicators. 
(3) To evaluate the impact of aid volatility on economic growth of India, Pakistan and Sri 
Lanka. 
(4) To suggest policy implications thereof to improve the effectiveness of foreign aid. 
 
 
1.10. Methodology of the Study 
The present study use selected macroeconomic variables whose selections are based on the 
literature reviews and the availability of the reliable data set in the published sources. The 
second objective of this study is to examine the long run causal impact of foreign aid on 
economic development of three major South Asian countries such as, India, Pakistan and Sri 
Lanka. In order to maintain the uniformity for better comparison, we have considered data 
sources, period of the study and unit of measurement of all the macroeconomic variables as 
homogenous for all the three countries. We have considered the following macro-economic 
variables to address its second objectives. These are Per-capita Gross Domestic Product 
(PcGDP as the indicator of economic development), Official Development Assistance (ODA 
as the indicator of foreign aid), Gross Capital Formation (GCF as the indicator of domestic 
investment), Trade Liberalization (TrO as the indicator of trade openness), Domestic Credit 
provided by the financial sector (FSD as the indicator of financial sector development), 
Domestic Private Investment (DPI as the indicator of domestic investment made by the 
private sector), and Population growth rate (Popu). Trade Openness is calculated by the 
summation of export and import divided by the gross domestic product such as, 
[(X+M)/GDP]. 
 
This study has considered annual time series data for the period from 1970-71 to 
2013-14 for all the three countries. Here, all the variables are expressed in terms of their real 
values (constant prices US $) in this study. Due to high variation in the original values of the 
variables, all the independent variable such as, GCF, ODA, FSD and DPI (except annual 
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growth rate of population) along with the dependent variable PcGDP are converted into 
natural log. All the data for this study have been collected from World Development 
Indicators (WDI) published by World Bank in 2015. All the data has been collected from 
one source such as, WDI (2015) in order to maintain uniformity and to avoid any errors 
occurs at the time of data collection, conversion and interpretation. The third objective of 
this study is to investigate the impact of aid volatility on economic growth of India, Pakistan 
and Sri Lanka. To examine the impact of aid volatility on economic growth of all the three 
countries, the following variables are used: Gross Domestic Product (GDP as the indicator 
of economic growth), Official Development Assistance (ODA) (as the indicator of foreign 
aid inflows), Aid volatility series (VODA) generated by using the standard deviation 
method, Gross Capital Formation (GCF), Foreign Direct Investment (FDI), and Revenue 
collected from the export sector (Ex as the indicator of export earnings).  
 
 
1.10.1. Justification for the Selection of the Study Area 
This study is based on the secondary annual time series data on selected macro-economic 
indicators for a longer period. The availability of time series data are one of the prime factor 
that contribute to the selection of the study area.  In 1990, 93 per cent of the world’s poor 
lived in countries officially classified as low income, but now 72 per cent of the world’s 
poor live in the middle income countries (MICs). This highlights that just a quarter of the 
world’s poor live in low income countries (Sumner, 2010) whereas nearly 3/4th poor belong 
to the developing countries. Also, there is a common perception that only the low income 
countries generally suffer from various economic evils such as poverty, inequality, 
inadequate capital, low growth rate and low level of human development. In such cases, a 
major portion of the external assistance goes to the LDCs mainly for the purpose of 
economic development and raising the welfare of the people. The scenario is quite true but 
incomplete. If we compare the economic situation of both under developed and developing 
countries, then the situation is quite similar. Both are facing all most similar type of 
economic problems. So, it is important to give equal weightage to the problems of both 
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types of countries. A major portion of foreign aid released by the donor agencies are going 
to the benefit of the low income countries. Here the question arises that what is the global 
moral obligation towards the problems prevailing in the developing countries? Should aid 
allocation be targeted equally to both types of countries? What forms of aid are appropriate 
for these two types of countries? Do those Middle Income Countries (MICs) need aid flows 
or their domestic resources are sufficient to solve their existing economic problems? The 
following table 1.3 shows the classification of the countries on the basis of their Per-capita 
GNI, by the World Bank: 
Table 1.3 
World Bank Classification of Countries on the Basis of Per-capita GNI, 2010 
Countries Per-capita GNP, 
1999 
Number of 
Countries 
Per-capita GNI, 2010 Number of 
Countries 
HI $9,386 or more 43 $12,276 or more 70 
UMIC $3,036-$9,385 39 $3,976-$12,275 54 
LMIC $ 766- $3,035 60 $ 1,006- $3,975 56 
LIC $765 or less 65 $1,005 or less 35 
World  207  215 
Source: World Bank, 2015  
 
The study is proposed to examine the impact of foreign aid on economic 
development of three major South Asian countries such as, India, Pakistan and Sri Lanka. 
The World Bank has divided the whole world into six different regions. The following table 
1.4 shows region wise classification of countries based on the per-capita GNI:  
Table 1.4 
Region Wise Developing Countries 
Region UMIC LMIC LIC 
East Asia & Pacific 5 16 3 
South Asia 1 4 3 
Latin America & Caribbean 21 8 1 
Europe & Central Asia 14 7 2 
Middle East & North Africa 6 7 - 
Sub-Saharan Africa 7 14 26 
World 54 56 35 
Note: HI: High Income UMIC: Upper Middle Income Countries, LMIC: Lower 
Middle Income Countries, LIC: Low Income Countries 
Source: World Bank, 2015 
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From the above table 1.4, it is clear that Sub-Saharan Africa is considered as the most 
backward region of the world followed by South Asia. According to the World Bank 
classification of countries, this region covers 8 countries named India, Pakistan, Bangladesh, 
Afghanistan, Bhutan, Nepal, Maldives and Sri Lanka. They are considered as second poorest 
region on the earth after Sub-Saharan Africa. Besides, being the home of more than 1.59 
billion population (22.9 percentage of total world population), which makes it both the most 
populous and most densely populated geographical region in the world (World Bank Report 
2011). Notably, it is the home to half of the worlds’ poor people being the least integrated 
region in the world.  
 
This study considers three South Asian countries such as, India, Pakistan and Sri-
Lanka for its empirical analysis. The following economic situation of these countries 
portrays our interest of study. The reasons include: 
1. All the three countries jointly contribute 35.78 percentage of Net ODA in South Asia. 
2. All the three countries jointly contribute 91.82 percentage of GDP in South Asia. 
3. All the three countries jointly contribute 94.31 percentage of export earning to GDP of 
South Asia. 
4. All the three countries jointly 77.17 percentage of poor people in South Asia (Poverty 
Head count ratio is $1.25 per day). 
5. All the countries are middle income countries. 
6. All the three countries depend upon foreign aid to finance their scarce domestic capital 
and to earn foreign exchange reserves. 
7. All the three countries jointly contribute 94.83 percentage of domestic capital formation 
to GDP of South Asia. 
8. All the three countries jointly contribute 92.88 percentage of revenue earning (without 
grant) to GDP of South Asia. 
9. All the three countries jointly contribute 93.24 percentage of tax revenue to GDP of 
South Asia. 
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10. All the three countries jointly contribute 93.69 percentage of Foreign Direct Investment 
(FDI) inflows of South Asia. 
11. All the three countries jointly contribute 93.95 percentage of financial sector 
development to GDP of South Asia. 
 
 
1.10.2. Methodology and Time Series Analysis  
The study makes use of variety of econometric tools to carry out the empirical analysis. We 
use the following methodologies for our empirical analysis. This study is based on the 
annual time series data of 44 years which contain some trend. Before employing any 
econometric tools, the first step is to find out the stationary property of the variables. Unit 
root test is the common test used to test the stationary property of the time series data. If the 
variables of a time series data do not satisfy the unit root test, then it becomes non-
stationary. Non-stationary time series data set will produce spurious empirical results which 
have no practical implication in the analysis of economic theory. In such instances, unit root 
test is a pre-requisite of testing long run relationship between two or more time series data 
set (Granger, 1981). If the unit root test result shows that the time series data are non-
stationary in nature then the first step is to convert all the data set into their stationary forms 
by considering the first difference method or any other method.   
 
At first, this study employs Johansen-Juselius multivariate cointegration test 
(Johansen & Juselius, 1990) and Vector Error Correction Model (VECM) test to examine 
the long run causal relationship between economic development and foreign aid along with 
the presence of few selected macroeconomic variables. Further, we employ impulse 
response function and variance decomposition technique to examine the short-term 
dynamics relationship among the variables. Granger-causality test helps in finding out the 
direction of causality between the variables. Diagnostic test is used to verify the reliability of 
the fitted model. Secondly, the study also uses Ordinary Least Squares (OLS) test and the 
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coefficient of variation method to measure the impact of aid volatility on economic growth 
of three South Asian countries such as, India, Pakistan and Sri Lanka. 
 
 
1.11. Layout of the Thesis   
The present study is organized into seven chapters including the present one. Chapter 1 
introduces the study, gives the overview about the importance of foreign aid inflows on 
economic development of developing economies, the ongoing debate on aid effectiveness. 
Both the theoretical and empirical literatures relating to the impact of foreign aid on 
economic growth and development, aid volatility and aid effectiveness are being addressed. 
The study subsequently contains significance, research questions, objectives, methodology, 
data sources, time period and econometric tools of the study. Chapter 2 deals with the 
theoretical issues relating to foreign aid and economic development. First we discuss about 
the phase wise analysis of aid literature. Next we explain the four major approaches such as 
Saving-Investment Gap Approach, Foreign Exchange Gap Approach, Fiscal Gap Approach 
and Capital Absorptive Capacity Approach relating to the importance of foreign aid inflows. 
At the end of this chapter, we briefly analyze the role of foreign aid in different growth 
models and economic theories such as Modernisation theory, McKinnon’s Foreign 
Exchange Constraint Model, Big Push theory, Chenery and Stourt Model, Harrod-Domar 
Growth Model, Neo-classical Growth Model and unbalanced growth model. Chapter 3 
provides theoretical base of the study by analyzing the role of foreign aid on economic 
development. This chapter provides brief description of the terminology relating to the 
foreign aid inflows. It gives a brief idea about the origin of foreign aid inflows. Further, it 
discusses the need of foreign aid for south Asian region with special reference to India, 
Pakistan and Sri Lanka. The projections include the trend, composition and changing pattern 
of foreign aid inflows to the three major South Asian countries by comparing foreign aid 
inflows within the economy and with some major economies of the world.    
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Chapter 4 presents a detailed discussion about the methodology and various econometric 
tools used for this study. This follows the nature of the data, sources of the data, variable 
description, justification of the study area and various econometric tools used to empirically 
examine the data along with their significance for this study. Chapter 5 presents the 
empirical findings of the study conducted through various econometric tools discussed in the 
previous chapter 4. The main purpose of this chapter is to empirically investigate the impact 
of foreign aid on economic development of three major South Asian countries such as, 
India, Pakistan and Sri Lanka by considering selected major macroeconomic variables. The 
empirical findings of all the three countries are presented in three different sections based on 
the individual country analysis. It also tries to compare the importance of foreign aid on 
economic development process of all the three countries and suggests appropriate policy 
implication to improve the aid effectiveness in these countries by focusing on the utilization 
pattern of the foreign aid inflows. Chapter 6 deals with the empirical evaluation of aid 
volatility on economic growth of three South Asian countries such as, India, Pakistan and 
Sri Lanka. Further, we compare the volatility nature of aid inflows with other sources of 
government revenues. This chapter employs coefficient of variation method to compare 
donor wise aid volatility and sector wise aid volatility among the three selected countries. 
Chapter 7 summarizes the findings of the study and presents the conclusions of the study. In 
this chapter, we propose few policy recommendations with the aim to improve the aid 
effectiveness. Finally, we briefly discuss the limitation of the study, scope for further 
research and significant contribution to the existing literature. 
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Chapter 2 
 
Foreign Aid and Economic Development: 
Theoretical Issues 
 
2.1. Introduction  
In order to examine the contribution of foreign aid on economic development, certain 
theoretical issues need to be analyzed. It also helps to investigate the need, usefulness and 
effectiveness of foreign aid in the recipient countries. In 1950s, attainment of higher 
economic growth was the primary objective of the national developmental policies of most 
of the developing countries. Early growth models in development economics argued that 
underdeveloped countries are poor because of their low levels of savings and investment 
which further caused shortage of necessary domestic resources to finance various 
developmental activities such as, infrastructure, education, health care, modern technology 
and sophisticated capital instruments. The only needs of the developing countries were 
capital and knowledge, which can be supported by the foreign aid inflows. In this critical 
situation, foreign aid acts as a catalyst to fill the savings and investment gaps and will help 
the developing countries to save, invest, grow and develop. In 1950s, the success of the 
Marshall plan in Europe had created a ray of optimism regarding the ability of the foreign 
aid towards the promotion of economic development in the recipient countries. At its 
beginning, foreign aid was based on the modernisation theory, the foundation of foreign aid 
inflows. This theory states that, it is the moral obligation on the part of the rich and 
developed nations to provide all the basic supports to promote the growth and development 
process of the underdeveloped countries. This chapter is briefly divided into three major
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 sections such as, phase wise review of literature (classified on the basis of the area of 
research), four theoretical approaches for foreign aid and the relevant economic theories and 
growth models of foreign aid program.  
 
 
2.2. Phase-Wise Analysis of Aid Literature (1947-2015) 
The major debate on the impact of foreign aid on economic growth began in the late 1950s. 
The variation found in most of the aid literature puts a question mark in the effectiveness of 
the foreign aid program. The debate on aid effectiveness mainly addressed two basic 
questions such as, first, whether foreign aid able to achieve its developmental goals and the 
answer is foreign aid does not work properly; second, foreign aid works but its effectiveness 
depends upon certain factors. If we review the work done by economists like Boone, 
Burnside and Dollar, Hansen and Tarp, Easterly, Mallick and Collier, then their 
contradictory and conflicting findings make the aid- development nexus as a debatable issue. 
It is essential to know the impact of foreign aid on economic development of the recipient 
economies. Before going for any kind of empirical analysis, first we will analyze the prior 
studies on aid-development nexus. This section analyzes selected prior studies on aid 
effectiveness. This literature review section is broadly classified into three major phases. 
This classification is made on the basis of the changing pattern of the area of research. The 
following are the three major classification of literature review: 
Phase I: Foreign Aid, Savings, Investment and Economic Growth (1947 to 1995) 
Phase II: Foreign Aid, Economic Growth and Macroeconomic Policy (1996 to 2003) 
Phase III: Foreign Aid, Economic Growth and Methodology (2003 onwards) 
 
 
2.2.1. Phase I: Foreign Aid, Savings, Investment and Economic Growth  
The first phase of literature review section is emphasized on the impact of foreign aid on 
domestic savings, investments and growth. This phase roughly covered from the period 
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1947 to 1995. The success of the Marshall plan in Europe creates optimism relating to the 
positive impact of foreign aid on economic growth. Early growth models believed that 
inadequate amount of domestic saving leads to low level of capital formation that adversely 
affect the growth process. In this context, foreign aid supplemented domestic savings and 
positively contributed to the growth process. During 1950s and 1960s, most of the 
researchers ignored the utilization pattern of the aid amount and assumed that total aid 
amount was allocated for productive investments (Hansen & Tarp, 2000). Most of the 
researchers have failed to identify whether foreign aid was used productively or not in the 
recipient economy.  
 
Two founders of early modernisation theory, Domar (1947) and Rostow (1956) 
supported that foreign aid positively contributes to the growth process via supplementing 
domestic savings (in Clemens et al., 2004) whereas Freidman (1958) found contradicting 
results (Hudson & Mosley, 2001).  By the late 1960s, most of the researchers found that 
foreign aid program has failed to achieve its developmental goals. In late 1960s and early 
1970s, researchers such as Rahman (1968, in Hansen & Tarp, 2000), Weisskopf (1972 in 
Clemens et al., 2004) and Griffin and Enos (1970, in McGillivray et al., 2006) found that 
foreign aid has shown negative impact on domestic savings. Gupta (1970) found that aid has 
no impact on domestic savings (in McGillivray et al., 2006). Bauer (1972, in Singh 1985) 
found that foreign aid has shown negligible impact on growth. Papanek (1973) found that all 
types of savings have shown positive impact on growth. Viovodas (1973, in Durbarry et al., 
1998) found that aid has shown a negative impact on growth. 
 
Mosley et al., (1987), Cassen, (1986, in Durbarry et al., 1998) and Landau (1990) 
found that aid has shown positive impact growth at micro level, but results became 
ambiguous at macro level. Singh (1985) found that foreign aid has shown significant 
negative impact on domestic savings. In contrast to these results, Dowling and Hiemenz 
(1982) and Levy (1988) found that foreign aid has shown positive impact on economic 
growth via higher domestic investment. Boone (1995) found aid has shown negative impact 
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on growth. Studies carried out by Papanek (1973), Killick (1991), Levine and Renelt (1992) 
and Mosley and Hudson (1995) found that aid has shown positive impact on economic 
growth, but their relationship was fragile.   
 
 
2.2.2. Phase II: Foreign Aid, Economic Growth and Macroeconomic Policy 
The second phase of literature review section emphasis on the impact of foreign aid on 
economic growth along with the interaction of macroeconomic policy prevailed in the 
recipient economy. This phase roughly covered from the period 1995 to 2003. Studies 
carried out by Collier and Dehn (2001), Collier and Dollar (2001), Lloyd et al. (2001), 
Chavet and Guillaumont (2004), Islam (2003) and McGillivray (2003) found that good 
policy environment prevailing in the recipient economy leads to positive impact of foreign 
aid on economic growth. The opponents group found that positive impact of foreign aid on 
economic growth does not depend upon any policy environment. The opponents such as,  
Durbarry et al. (1998), Hansen and Tarp (2000), Lensink and White (2000), Hansen and 
Tarp (2001), Dalgaard and Hansen (2001), Lensink and White (2000), Hudson and Mosley 
(2001), Lu and Ram (2001, in McGillivray 2006), Morrissey (2001) and Gomanee et al. 
(2003) found that foreign aid has shown significant positive impact on economic growth, 
irrespective of the policy environment prevailing in the recipient economy. In the second 
phase, major studies have found positive impact of foreign aid on economic growth. Similar 
studies such as, Collier and Hoeffler (2002), Ehrenpreis and Isenman (2003) and 
McGillivray (2003) found aid has shown significant positive impact on economic growth. 
Studies carried out by Svensson (1999), McGillivray (2003) and Kosack (2003) found that 
foreign aid has shown positive impact on growth, but its impact became higher in case of 
democratic and stable political system economies.  
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2.2.3. Phase III: Foreign Aid, Economic Growth and Methodology  
The third phase of literature review section gave emphasis on the methodology and 
econometric tools that are used to examine the impact of foreign aid on economic growth. 
This phase started since after 2003 and still continuing. Studies carried out by Collier and 
Dollar (2004) and Burnside and Dollar (2004) found evidence that foreign aid has shown 
significant positive impact on economic growth of the recipient economies only in the 
presence of good policy environment. Contradicting to their findings, some other studies 
such as Dalgaard et al., (2004); Easterly et al., (2004); Gomanee et al., (2005); Islam (2005) 
and Outtara and Strobl (2008) found that foreign aid has shown positive impact on growth 
and the positive impact of foreign aid does not depend upon any  policy environment.  
Dalgaard et al., (2004) found evidence that foreign aid has shown positive impact on 
economic growth and its impact declines over time such as, diminishing returns. Both 
Dalgaard et al., (2004) and Heady et al (2004) found that the impact of foreign aid on 
economic growth is also determined by the geographical location of the recipient economies. 
Islam (2005) found that the impact of foreign aid on economic growth becomes higher 
particularly for those countries having stable political system. After analyzing phase wise 
aid literature, we found some emerging variables in each phase. The following table 2.1 
shows the emerging variables discussed in different phases of aid literature:  
 
Table 2.1 
Emerging Variables in Aid Literature 
Phase I: 
Foreign Aid, Savings, 
Investment and Economic 
Growth (1947 to 1995) 
 
Phase II: 
Foreign Aid, Economic Growth 
and Macroeconomic 
Policy(1996 to 2003) 
 
Phase III: 
Foreign Aid, Economic Growth 
and  Methodology (2003 
onwards) 
 
1. Savings 
2. Investment 
3. Public consumption 
4. Aid fungibility 
5. Tax income, 
6. Donor aid allocation 
decisions,  
7. Conditionality and motives,  
8. Recipient's absorptive 
1. Aid volatility,  
2. Aid fungibility, 
3. Governance and state 
institutions, 
4. Influence of external 
shocks (economic and 
natural disasters)  
5. Levels of democracy;  
6. Influence of geography 
1. Cross-country regression 
analysis, 
2. Geographic location  
3. Political stability 
4. Quality of state institutions 
and governance 
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capacity  
 
and climate 
7. Diminishing returns 
8. Unpredictability in aid 
inflows  
 
5. Methodology 
 
Source: Literature Surveys 
 
 
2.3. Theoretical Approaches for Foreign Aid 
Savings and investment are considered as the two principal drivers of economic growth and 
development of an economy. There are four basic approaches which help to analyses the 
transmission mechanism of foreign aid that supports the development process of the 
recipient countries (Phull, K.S., 2007). These are: 
1. Saving-Investment Gap Approach 
2. Foreign Exchange Earning-Expenditure Gap Approach 
3. The Capital –Absorptive Capacity Approach 
4. The Fiscal Gap 
 
 
2.3.1. Saving-Investment Gap Approach 
The savings–investment gap approach is based on the Harrod-Domar growth models and 
follows the footsteps of Rosenstein Rodan’s “Big Push” theory. Harrod-Domar growth 
model concentrates on the assumption that in a dynamic economy aggregate savings must be 
equal to the aggregate investment. The central argument of this model is to maintain a 
steady rate of growth which combines both multiplier and accelerator principles to 
determine the rate of growth of income that assumes ex ante saving must be equal with ex 
ante investment. The Harrod-Domar growth model assumes that domestic savings (S) is a 
constant proportion (s) of the national income (Y): 
S = Sy ………………………  (2.1) 
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This model assumes investment (I) is a change in the total capital stock (K) which is 
based on the acceleration principle assuming to be a constant proportion of the rate of 
growth: 
I = ∆K = k(Y – Yt-1) ………….. (2.2) 
 I = ∆K = k∆Y …………………..(2.3)    {(Y – Yt-1) = ∆Y} 
Here, k stands for the incremental capital-output ration and ∆ shows a change in the 
variable. By dividing equation 2.3 with Y,  
∆K/Y = k(∆Y/Y) …………(2.4) 
By substituting ∆K for I, we can rewrite equation 2.4 as: 
I/Y = k(∆Y/Y) …………….(2.5) 
Again by substituting (∆Y/Y) as g the rate of growth of output in equation 5, we can rewrite 
it as;  
g = (I/Y) (1/k)…………… (2.6) 
 
Based on the assumption that production function is fixed in proportion and k is 
fixed as capital. Scarcity of capital is a major obstacles in the path of higher economic to 
growth. According to Rostow (1956) investment will bring the momentum for ‘take-off’ 
developing countries by “a rise in the rate of productive investment from 5 percent or less to 
over 10 percent of national income” (Mukherjee, S. 2015). On the assumption of Harrod-
Domar model the ex-ante savings is equal to ex ante investment we can deduce using 
equation 2.5 and 2.6 that: 
g = s/k …………… (2.7) 
 
The countries which are able to save a higher proportion of income could grow at a 
much faster rate than those that save less, this saving income difference can be filled through 
foreign aid. Moreover, this growth would be self-sustaining. On the basis of the above 
formulation a developing country can fix a target rate of income growth, such as g*, and 
hence determine the level of investment required to achieve that rate. If domestic saving 
generated cannot meet the required investment to achieve the targeted growth, then a saving 
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constrain will exist over the time. This is a particular feature of most of the developing 
countries where a relatively low level of investment causes due to their inability to generate 
more domestic saving. It is often found that private capital in any single industry in 
developing countries is unlikely to be financially attractive because the small size of the 
market for its product. A reason for less private capital inflows, especially foreign direct 
investment would be the cause of limited opportunities for profit that sustain the level of 
investment. Hence, given that domestic saving are low and prospects for private foreign 
investment, the rationale of foreign aid is justified to substitute for these deficiencies. This 
would help the country from capital scarcity. Denoting a as the proportion of foreign capital 
inflows in the form of foreign aid to national income, the targeted growth rate will be given 
by: 
g* = (s+a)/k ……………………….. (2.8) 
 
Thus, this justifies one of the reasons for massive capital transfer and technical 
assistance in the form of foreign aid from developed to the developing world due to capital 
scarcity faced by these developing economies (Durbarry, 1998). 
 
 
2.3.2. Foreign Exchange Earning-Expenditure Gap Approach 
This foreign exchange earnings-expenditure gap approach concentrates on the importance of 
foreign aid as it supports to fill the foreign exchange reserves in an economy. The foreign 
exchange reserves of an economy determine its financial capacity to participate in the 
international trade. Adding to this, foreign exchange reserves also helps to buy advanced 
production techniques, managerial skills, research ideas that will help to reduce the cost of 
production. By considering the importance of foreign exchange reserves for a developing 
economy, this approach concentrates on the import capacity as the main constraint on 
domestic investment and growth. If the rate of change is experienced by export sector 
happens to be greater than the rate of change taking place of the import sector then the given 
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economy will become increasingly self-reliant. The foreign aid requirements in the initial 
year (F0) to fill the foreign exchange gap will be: 
F0 = M0- X0……………………….. (2.9) 
 
Or F0=Y0 ma – Y0Xa……………………….. (2.10) 
 
Or F0 = Y0 (ma – xa) ……………………….. (2.11) 
 
Where Y0 signifies the national output in the initial year, ma and xa reflects average import 
ratio and average export ratio respectively during the initial year. 
Foreign aid requirement in the next year (F1) will be: 
F1 = (Y0 ma + Y0 m'r) – (Y0 xa + Y0 x'r) 
Or F1 = (Y0ma – Y0 xa) + (Y0 m'r - Y0 x'r) 
Or F1 = Y0 (ma-xa) + Y0 (m'r- x'r) 
Or F1 = F0 + Y0 r (m'-x')  Note: F0 = Y0 (ma – xa) 
 
Where m' and x' stands for marginal import ratio and marginal export ratio 
respectively and r is the target rate of growth. Thus, foreign aid requirements to decline in 
the succeeding year, depends upon its own lags, x' must be greater than m' (i.e. x'>m'). 
However, the saving-investment gap and foreign exchange gap approaches to the 
determination of capital import requirements for achieving a target rate of growth are 
identical.  
F = E-Y = I-S = M-X 
 
Where F indicates net capital import; E signifies aggregate domestic expenditure; Y 
is national output; I reflect domestic investment; S shows domestic savings; M represents 
imports and X is exports. Thus, the net capital import or foreign aid requirements are equal 
to both gap between imports and exports, and that between domestic investment expenditure 
and domestic saving (Phull, K.S., 2007). 
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2.3.3. The Capital-Absorptive Capacity Approach 
This approach gives emphasis on the absorptive capacity of the recipient economy in 
relation to the utilization pattern of foreign aid inflows. The ability of the domestic economy 
to absorb both domestic capital and foreign capital determine the rate of return, which is 
sufficient to cover the cost of debt-servicing charges against these borrowings. This 
approach considers foreign aid as a catalyst as it supports domestic resources and further it 
will help in raising output and productivity. The whole mechanism by which foreign aid 
program positively influence the growth process of recipient economy can be analyzed by 
the help of the following manner: “Foreign aid leads to increase in the domestic investible 
resources, which leads to increase in domestic investment and hence more investment lead 
to a higher economic growth in the recipient country” (Phull, K.S., 2007). 
 
 
2.3.4. The Fiscal Gap 
Recently, fiscal constraint has been considered as a factor that adversely affects the growth 
prospects of the highly indebted group of developing economies. Increase in the external 
debt burden in the recipient economies creates difficulties on the part of the government via 
budget deficit. This budget deficit may cause either foreign exchange constraints or overall 
savings restrictions in the recipient economy. The fiscal constrained of investment (IT) can 
be expressed as: 
IT = (I+K*) [f (p,h) + (T-G) +(F-J)] 
Where, K* is the value of government investment; p is rate of inflation; h is the 
propensity to hoard; T is the government gross income; G is government consumption, i.e T-
G is the primary budget surplus in current account; F is the net capital inflows; J is the net 
factor services to abroad, F-J is net foreign transfer to the recipient government (Bachha, 
1990). This approach states that foreign capital in the form of foreign aid plays a significant 
role in supplementing the fiscal deficit of the recipient economy caused due to lower rate of 
domestic saving, high inflation or higher rate of public consumption over income.  
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2.4. Theories of Foreign Aid 
Economic theories related to foreign aid are classified into two broad categories. First 
categories of economic theories are known as domestic or supplemental economic theories. 
They focus on the positive impact of foreign aid program in which aid supplement domestic 
resources of the recipient economy. Foreign aid financially supports the developmental 
activities of the aid recipient economies via supplementing its scarce domestic resources 
which is essential to achieve higher rate of economic growth. The supporters of this foreign 
aid programs are more optimistic relating to the contribution of foreign aid towards 
development process. Supporting this view, the opportunities created by the inflows of 
foreign aid program compel the recipient government to increase their own development 
efforts. These economic theories can thus, in general, be characterized as supporting the 
positive impact of foreign aid program on economic growth.  However, the second category 
of economic theories known as external or displacement economic theories, that focus on 
the negative impact of foreign aid program on the recipient economy. They consider foreign 
aid as a substitute for the domestic resources of the recipient economies. Higher amount of 
foreign aid inflows in the concessional rate leads to shift in the developmental expenditure 
to non-developmental expenditure. This unproductive utilization of the foreign aid program, 
for instance, through imports of inappropriate foreign technology leading to the claim that 
aid reduces the efficiency of developmental expenditure as well as its volume. This 
unproductive expenditure cause negative relationship between aid and the amount of 
domestic resources devoted to developmental expenditure. Over all, we can say that 
domestic or supplemental economic theories support the positive impact of foreign aid 
program whereas external or displacement economic theories support negative impact of 
foreign aid program.  
 
Similarly, political theories can also be classified under two broad categories. The 
first category of these political theories considers foreign aid as an instrument of domestic 
policy whereas the second category considers foreign aid as an instrument of foreign policy. 
The first category gives more emphasis on the recipient government as aid-users and is 
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concerned more with the benefits of the recipient government with respect to competing 
groups within the national polity.  The second category of the political theories focuses more 
on the donor motives as aid-users and more concerned with the interests of the donor 
country in relation to the recipient countries. Overall, the first category of the political 
theories on foreign aid are more recipient oriented theories whereas, the second category are 
more concern about the donor motives (White, 1974).  
 
Out of these four categories of foreign aid theories, the first category of economic 
theories dominate most of the foreign aid literature and believed that foreign aid act as a 
catalyst for higher economic growth in the recipient economy. Each category of foreign aid 
theories has its own peculiar characteristics. Still there are number of common features 
found in all of them. The common factors include, attainment of self-sustaining growth is 
one of the major objective of foreign aid program; providing an analytical framework for 
determining how much aid a developing country will require; to evaluate the impact of 
foreign aid on economic growth: recommending policy implication to achieve a targeted rate 
of growth and to enhance the aid effectiveness. After discussing the major theoretical 
approaches of foreign aid program, now we will discuss very briefly different economic 
growth models and development theories with relation to the importance of foreign aid 
program towards higher economic growth of the aid recipient economies. The main 
development theories and growth models are as follows: 
 
 
2.4.1. McKinnon’s Foreign Exchange Constraint Model 
McKinnon’s Foreign Exchange Constraint Model is developed by economist Ronald I. 
McKinnon. This model examined the role of domestic savings, trade and technological skill 
on economic growth but he gave more emphasis on trade limitation. The model considered 
foreign aid as a catalyst for higher economic growth for all those developing economies 
experienced trade bottlenecks. The positive impact of foreign aid inflows does not depend 
upon its small share in domestic savings of the recipient economies (McKinnon, 1964). This 
Chapter2                                                  Foreign Aid and Economic Development: Theoretical Issues 
 
46 
 
financial assistance helps to remove such trade bottlenecks present in the developing 
countries by providing strategic goods and services in which they are unable to produce. 
This foreign exchange gap model is based on the model is Chenery and Bruno Model (1962) 
and also followed the dual gap model propounded by Chenery and Strout in1966. This 
model states that foreign aid would show higher positive impact on economic growth in 
those economies experienced shortage of foreign exchange reserves. Adding to this, foreign 
aid will be shown relatively more positive impact in which the share of import expenditure 
become smaller in total investment. This model emphasized on the allocation of foreign aid 
inflows and tries to achieve a ‘self-sustaining growth’ via reducing the dependency on 
foreign aid. It believed that higher rate of marginal savings is the major factor contributing 
towards higher economic growth through higher amount of domestic savings. In the long 
run, it will minimize the need for foreign exchange earnings required for higher economic 
growth.  In analyzing the foreign exchange constraint, the model suggested that for 
developing economy whose exports consisting of primary goods, should expand their 
productive capacity by adopting advanced technology. It also suggests that import 
substitution policy should be adopted particularly in the field of capital goods as their 
production involves larger proportion of imported capital and intermediate goods. In this 
context foreign aid plays a significant role in earning foreign exchange reserves at 
concessional terms and brings foreign advanced technology which reduces the cost of 
production in the economy.  
 
 
2.4.2. Fei and Paauw’s Self-help Model  
Fei and Paauw’s Self-help Model propounded by two US AID economists namely John C.H. 
Fei and Douglas S. Paauw (1965) is based on the foreign aid inflows. This model is a 
revised version of the Harrod-Domar growth model and the applicability of the model is 
verified by considering thirty one US aid receiving countries including India. This model 
emphasizes on productive utilization of the domestic savings defined as ‘self-help’ to tackle 
with the indigenous financial problems (Fei & Paauw, 1965). It tries to examine the 
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relationship between foreign aid and domestic savings of the recipient economies. On the 
basis of the analysis, it has suggested the appropriate methods by which foreign aid program 
will be able to achieve its developmental goals of providing an targeted rate of growth in per 
capita income and consumption. The model is based on the assumption  that the saving 
function which postulates incremental per capita savings as a constant proportion of 
increments in per capita income referred to the ‘Per-capita Marginal Savings Ratio’ 
(PMSR)”. This model suggested that nearly 35 percent of PMSR is required to finance the 
developmental programs without depending on foreign aid. But in reality, most of the 
developing economies have experienced low rate of domestic saving which compel them to 
depend upon foreign aid to support their scarce domestic resources. In this context, foreign 
aid acts as a catalyst for higher economic growth via supplementing the scarce domestic 
resources in these developing economies.  
 
 
2.4.3. Chenery and Strout Model 
Chenery and Strout Model mainly focus on the role of foreign aid in economic growth 
process of a recipient economy. This model provides the theoretical justification for 
providing economic aid for economic development. They believed that foreign aid 
supplements the scarce domestic resources by filling the two major gaps such as, savings-
investment gap, the export-import gap and also helps in raising the capital-absorptive 
capacity of the aid recipient economy. The main thrust of this model is to provide foreign 
assistance which will help the developing economy to attend a self-sustainable growth in the 
long run. Chenery and Strout stated that the aim of their model is to investigate the 
mechanism by which a poor, stagnant economy can be transformed into one developed 
economy having sustained growth rate (Chenery & Strout, 1966). The model explained that 
foreign aid was not only helps in raising the rate of investment during the ‘take-off’ stage 
but also provided the basic requisites needed for the attainment of the ‘self-sustained 
growth’. The model explained the transmission mechanism in terms of three phases; each 
phase associated with a single bottleneck, such as, (1) skills, (2) savings, and (3) foreign 
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exchange. In this context, foreign aid inflows play a significant role in addressing all the 
aforesaid bottlenecks by the productive utilization of the available resources. The following 
mechanism of foreign aid inflows help to face the three major hurdles present in the path of 
sustained economic growth; (1) aid brings skills and organizational ability; (2) aid 
supplements domestic savings; and (3) aid brings imported commodities and services at a 
concessional price. They identify a number of strategic growth factors along with their 
implications to enhance the effectiveness of the foreign aid program. They have found that 
the main thrust of the foreign aid program should be the allurement of the structural 
adjustment programs.   
 
 
2.4.4. Harrod-Domar Model 
Harrod and Domar model of economic growth considers higher rate of capital accumulation 
is the key determinant of higher economic growth. This model has explained the rate at 
which investment and income should increase so that it will help to attend a steady state of 
economic growth by utilizing all the resources. This model is an improvement over the 
classical economist (gave priorities on the productive aspects and ignored the income aspect 
such as, demand) and Keynesian approach (gave importance to income generation and 
neglected productive capacity aspect), as it has considered both aspects such as, productive 
aspect and income generation aspects. Both economists emphasized on the dual role of 
investment. On one hand new investment generates income (through multiplier effect) and 
on the other hand, it increases productive capacity of the economy (through productivity 
effect) by expanding capital stock. But inadequate amount of domestic saving creates a 
problem in attainment of steady state of growth rate in most of the developing economies. 
To support their inadequate amount of domestic saving, most of the developing economies 
rely on foreign aid to supplement their scarce domestic resources and to finance their 
developmental programs; it will help them to attend a steady rate of economic growth in the 
long run. 
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2.4.5. Solow Model 
Solow growth model is an extended version of the Harrod-Domar growth model. This model 
has added another important factor such as, labour and introducing a third independent 
variable technology to the growth equation. Solow growth model is based on the assumption 
that there is diminishing return to scale operate if we consider the factors of production such 
as, labour and capital separately, but both factors jointly contribute constant returns. Third 
factor such as, technological progress considered as the independent factor (as it determined 
exogenously), because of it Solow neo-classical growth model is also known as 
“exogenous” growth model. Solow classified the economy into two broad sectors, capital or 
industrial sector and labour or agricultural sector. In industrial sector, the rate of capital 
accumulation exceeds the rate of labour absorption. But, in a developing economy, 
agricultural sector is characterized by the existence of disguised unemployment and shortage 
of skilled labour which adversely affects the productivity and wage rate of the agricultural 
labourer. This underutilization of existing resources creates hurdle in the path of attainment 
of higher economic growth.  In this context, the steady growth is possible if we raise the 
capital-labour ratio in the economy. But shortage of capital is a common feature of most of 
the developing economies, so they have to depend upon foreign aid to supplement their 
scarce resources. In this context, foreign aid contributes towards the growth process of these 
developing economies through supporting the scarce domestic resources. 
   
 
2.4.6. Big Push Theory 
The theory of ‘big push’ is propounded by Professor Paul N. Rosenstein-Rodan. The idea 
behind the theory is that a big comprehensive investment package or a big push is required 
to overcome the obstacles of economic development in a developing economy. Further, this 
high amount of investment package will help to accelerate the development process of that 
economy. It can be defined as a certain amount of capital must be devoted for the 
developmental activities in an economy with the aim to attend a targeted rate of growth in 
the long run. It believed that bit by bit allocation of investment funds will not help an 
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economy to move on the path of higher economic development, rather a specific amount of 
investment is required to overcome from the state of underdevelopment and to move on the 
path of development. For this, a huge amount of investment funds are required. But for a 
developing economy, it is really very difficult to arrange such huge amount of capital to 
invest. In this context, foreign aid facilitates the capital deficit problems of these developing 
economies via providing adequate amount of foreign exchange reserves at a concessional 
rate.      
 
 
2.4.7. Endogenous Growth Models 
This endogenous growth models have been developed by Arrow, Lucas and Romer. 
Endogenous growth model states that economic growth process is determined by the 
endogenous factors, generated within the economic system. This theory was developed as a 
reaction to the limitation of the Solow-Swan neoclassical growth model. This model 
explains that endogenous factors contribute the long run growth rate of an economy rather 
than the exogenous factors as explained in the neoclassical growth models. This endogenous 
growth model extended the neoclassical growth models by introducing one endogenous 
factor such as technological progress in the growth model. This model emphasizes on 
technical progress depend upon the rate of investment, size of capital stock and the human 
capital.  The endogenous growth theory examines production functions that show increasing 
returns because of specialisation and investment in knowledge capital. Adequate amount of 
investment funds required to invest in human capital, research activities and innovations. In 
case of developing economies, it is really difficult to arrange the funds to invest in these 
above sectors. Their domestic capital can only partially fulfil their investment needs. To 
support their domestic capital, they rely on foreign aid as it brings foreign assistance at a 
lower interest rate, technical knowledge, managerial skills, and research ideas (Morrisey, 
2001).          
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2.4.8. Balanced Growth Theory 
The doctrine of balanced growth has been developed by Rosenstein Rodan, Ragnar Nurkse 
and Arthur Lewis. This growth doctrine states that there should be simultaneous and 
harmonious development of different sectors of the economy, so that all the sectors grow in 
a uniform manner. Therefore balance growth requires a balance between different sectors of 
the economy during the process of economic growth. There should be proper balance 
between agriculture and industry and between the domestic and foreign sectors. Further, it 
requires balance between social and economic overhead capitals and, between vertical and 
horizontal economies. Balance is also required between the demand and supply sides. The 
demand side gives emphasis on those programs associated with larger employment 
opportunities along with higher income as it increase the demand for goods and services in 
an economy. The supply side gives emphasis on the simultaneous development of all the 
inter-linked sectors such as, intermediate goods, raw materials, power, irrigation, 
agriculture, transport which help in increasing the supply of goods. To make balance among 
all the sectors of an economy, huge amount of investment funds are required which is very 
difficult for all developing economies. Professor Singer criticized this balanced growth 
doctrine as a premature growth theory and it is only applicable to the subsequent stage of 
economic growth.    
 
 
2.4.9. Unbalanced Growth Theory 
The doctrine of unbalanced growth has been propounded by Albert Hirschman. This theory 
is developed as a reaction to the balanced growth doctrine. Economists like Singer, 
Kindleberger and Streeten are also supporting the unbalanced growth doctrine. This doctrine 
states that investment should be made in selected sectors of an economy rather than 
simultaneously in all the sectors of an economy. No underdeveloped or developing economy 
possesses capital and other resources in such a huge amount that can be invested 
simultaneously in all the sectors of their economy. Therefore, investment should be made in 
selected sectors or industries for their rapid development, and the economies experienced 
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from them can be utilized for the development of other sectors. In this manner, the economy 
will gradually moves from the path of unbalanced growth top that balanced growth. To 
invest in the selected sectors, developing economies required adequate amount of capital. If 
their domestic capital becomes inadequate to finance, then they rely on foreign aid to invest 
in these selected sectors.    
            
                                                                                                                                                                                                                                                                                                                                                                                                                                                                                  
2.5. Conclusion  
In this chapter, we have analyzed the prior aid literature by classifying into three major time 
periods. The classification of the aid literature is done on the basis of the area of research. 
We have found some emerging variables that influence the impact of foreign aid on 
economic growth. Next we explained four theoretical approaches such as Saving-Investment 
Gap Approach, Foreign Exchange Gap Approach, Fiscal Gap Approach and Capital 
Absorptive Capacity Approach relating to the importance of foreign aid inflows in recipient 
economies. At the end of this chapter, we briefly analyzed different growth models and 
economic theories such as Modernisation theory, McKinnon’s Foreign Exchange Constraint 
Model, Fei and Paauw’s Self-help Model , Chenery and Strout Model, Harrod and Domar 
model, Solow growth model, endogenous growth models, Big Push theory, Balanced growth 
and Unbalanced growth model. All the growth models and economic theories consider 
capital as a crucial factor for higher economic growth. Most of the developing economies 
are characterized as low saving and low investment countries. In this context, foreign aid 
facilitates the growth process via supplementing scarce domestic saving and investment.  
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Chapter 3 
 
Foreign Aid Inflows to India, Pakistan and 
Sri Lanka: Recent Trends and Prospects 
 
3.1. Introduction 
South Asia plays an important role in the landscape of global development finance as it has 
experienced a significant economic growth in the last few decades. This region is considered 
as one of the fastest growing region (measured in terms of economic growth rate) in the 
world. It has been experienced 7 percent growth rate in 2015 which is projected to rise up to 
7.6 percent in 2017 through increasing its consumption and investment capacity. The 
region’s cultural diversity, rich history, social and economic developments have always 
fascinated  to thinkers from Adam Smith, Karl Marx to Nobel laureate Gunnar Myrdal, who 
has titled his famous book Asian Drama (1968).  South Asia is home to half of the total poor 
population in the world. This is the least integrated region in the world. Further, it has 
experienced world’s largest working age population, largest number of undernourished poor 
people with several developing economies having global geopolitical importance. This 
region experienced nearly 399 million people with 40 percent of the world’s poor; living in 
less than $ 1.25 per day (WDI, 2015).  
 
South Asia is the second poorest region in the world following Sub-Saharan Africa. 
According to the World Bank classification of countries, South Asian region covers eight 
developing countries such as, India, Pakistan, Bangladesh, Afghanistan, Bhutan, Nepal, 
Maldives and Sri Lanka. Out of the eight countries Afghanistan, Bangladesh and Nepal are 
coming under the low income country category (GNI below US $995) whereas others are 
coming under the lower middle income countries such as, India, Pakistan, Sri Lanka, Bhutan 
(GNI lies in between US $ 996 to US $ 3945). Almost all the countries rely on foreign aid to
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 meet their domestic financial needs and aspirations. Since 1950, this region went through 
changing priorities for foreign aid programs provided by the donor community. Both 
bilateral donors and multilateral agencies established Aid Consortiums (with the help of 
World Bank) with the aim to fulfil the welfare objectives of the foreign aid program in these 
South Asian countries such as for India (1958) and then followed by Pakistan (1960) and Sri 
Lanka (1965). The total volume of foreign aid to any country depends upon its per-capita 
GNI. With the increase in per-capita income, the net ODA starts falling and vice versa. The 
following table 3.1 shows the net per-capita ODA received by South Asian region relative to 
other regions of the world: 
Table 3.1 
 Net Per-capita ODA Received (Current US $) in 2013 
Region 
Net per capita ODA 
received 
East Asia & Pacific $6 
South Asia $8 
Latin America & Caribbean $20 
Europe & Central Asia $34 
Middle East & North Africa $73 
Sub-Saharan Africa $49 
World $21 
Source: World Development Indicators, 2015 
 
Table 3.1 has shown that Middle East & North Africa region has received $73 which 
is highest net per capita ODA in 2013 followed by Sub-Saharan Africa ($49), Europe & 
Central Asia ($34), Latin America & Caribbean ($20), South Asia ($ 8) and East Asia & 
Pacific ($ 6) respectively. Being the second poorest region in the world, South Asia received 
very low amount of net per capita ODA in comparison to other developing regions of the 
world. We have considered three major South Asian countries such as, India, Pakistan and 
Sri Lanka for our study. These three countries are playing a major role in terms of total 
population, poverty, capital formation, FDI inflows, tax revenue, net ODA inflows, trade 
and value added by the three major sectors such as, agriculture, industry and service sector 
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towards the economy of the South Asian region. The following table 3.2 shows the mutual 
contribution of all the three economies towards the economy of South Asian region: 
 
Table 3.2 
 Major Macroeconomic Indicators of India, Pakistan and Sri Lanka in South Asian 
Economy, 2015 
Indicators India Pakistan Sri Lanka South Asia 
% of India, 
Pakistan 
and Sri 
Lanka to 
South 
Asian 
Economy 
Population Total (Millions) 1252.14 182.14 20.48 1670.81 87.06 
Poverty head count ratio at $1.25$  295.505 23.13178 1.3721 409.34845 78.17 
GNI PPP current international $ 
(Billions) 6700.13 881.44 194.06 8405.8 92.50 
GDP Current US $ (billions) 1875.14 232.29 67.18 2368.29 91.82 
Agriculture value added Current 
US $ 337.525 58.0725 7.3898 449.9751 89.55 
Industry value added Current US $ 581.293 48.7809 21.497 686.8041 94.87 
Service value added Current US $ 956.321 125.4366 38.292 1231.5108 90.94 
Exports Earning Current US $ 468.785 30.1977 14.779 544.7067 94.31 
Imports  of goods and services 
Current US $ 525.039 46.458 21.497 639.4383 92.73 
GCF Current US $ 618.796 34.8435 20.154 710.487 94.83 
Revenue Current US $ 234.392 33.44976 9.3380 298.40454 92.88 
Domestic credit by financial 
sector development Current US $ 1447.60 113.8221 31.843 1695.6956 93.95 
Tax Revenue Current US $ 202.515 25.78419 8.0616 253.40703 93.27 
External debt stocks (Millions) 427562 56461 25168 545704 93.30 
FDI net inflows (Millions) 28153 1307 916 32421 93.69 
Net ODA and AID (Millions) 2436 2174 423 14065 35.78 
Source: World Development Indicators, 2015 
 
The above table 3.2 has shown the major contribution made by the three economies 
such as, India, Pakistan and Sri Lanka towards South Asian economy. It has shown that all 
the three economies jointly contributed 91.82 percent of GDP (Current US $) in South Asia.  
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All the three countries jointly contributed 94.31 percent of export earning of South Asia and 
also contributed 94.83 percent of domestic capital formation of South Asian economy. 
Simultaneously, 77.17 percent of poor people in South Asia (Poverty Head count ratio is 
$1.25 per day) have been living in these three economies whereas, they have received 35.78 
percent of net ODA inflows coming to South Asia. All the three countries are jointly 
contributing 93.24 percent and 93.95 percent of tax revenue and domestic credit provided by 
the financial sector in South Asia respectively. Adding to this, the three major sectors of 
India, Pakistan and Sri Lanka such as, agriculture, industry and service have jointly 
contributed 89.55 percent, 94.87 percent and 90.94 percent in South Asian economy 
respectively. The share of all the three countries in various macroeconomic indicators 
verified the importance of these countries in South Asian region. Another important reason 
behind the selection of these economies is that the availability of reliable data set for a 
longer time period. This study has considered secondary annual time series data for its 
empirical analysis. It is essential to get the uniform data set for all the country specific 
studies for a longer time period to examine the aid effectiveness. The availability of the 
uniform data set on the selected macroeconomic indicators (based on the literature review) 
for all the economies is also playing a major role in the selection of these aforesaid countries 
for our study. All the three countries are classified as middle income countries and they are 
depending upon foreign aid to support their domestic resources and to finance their 
developmental activities. 
 
 
3.2. Foreign Aid Inflows to South Asia 
The prior studies suggest a number of factors that affect the effectiveness of foreign aid 
program. These factors are the good policy environment in the recipient country (Burnside 
& Dollar, 2000), terms and conditions relating to foreign aid inflows (Devarajan, Dollar and 
Holmgren, 2001), institutional quality in the recipient economy (Addision and Baliamounce-
Lutz, 2006) and rent seeking activities (Alesina & Weder, 2002). Adding to this, some 
earlier studies have observed that aid effectiveness depends upon certain factors; good 
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economic policies such as, fiscal policy, monetary policy and trade policy (Burnside and 
Dollar, 2000; Collier and Dollar, 2002) whereas some other studies have found contradicting 
results (Easterly et al., 2004; and Rajan & Subramanian, 2005). In spite of all the conflicting 
outcomes, foreign aid plays a significant role in accelerating the growth process of the 
recipient economies (by McGillivary et al., 2006). By analyzing the role of domestic policy 
environment in the effectiveness of foreign aid program, we found that foreign aid is 
considered as a catalyst in achieving the Millennium Development Goals (MDGs), but there 
is a need to reform the aid disbursement practices and its utilization pattern.  
 
Aftermath of the global economic crisis of 2008-09, puts a question mark on the 
effectiveness of the foreign aid program in achieving its developmental goals. Though the 
amount of ODA has increased from US $ 106 billion in 2005 to US $ 121 billion by 2008, 
still most of the developed countries are unable to meet the long standing target to provide 
0.7 percent of their GDP in the form of ODA to the recipient economies. By considering 
both pros and cons of the foreign aid program in South Asia, it will be better to reduce the 
dependency on aid rather than focusing on reform measures associated with the aid delivery 
system (Moya, 2009 and Tandon, 2009). They argued that the foreign aid program does not 
act as a catalyst to the development process of the South Asian region and believed that 
there is a need of radical and fundamental restructuring of the aid architecture at the global 
level. 
  
All the eight countries of the South Asian region are developing economies; 
depending upon foreign aid to supplement their scarce domestic capital and to meet their 
indigenous demands. All the eight economies depend on ODA to finance their 
developmental programs and capital expenditure. As there is an inverse relationship existing 
between the foreign aid inflows and the per-capita income of the aid recipient economies, 
the availability of foreign aid amount provided by the multilateral donors has shown a 
declining trend in South Asian region as the per-capita income has shown a rising trend. Due 
to increase in the per capita income of South Asian region, the inflows of the developmental 
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aid declined in the recent years. Inadequate amount of foreign aid inflows, compel the 
government of all the eight countries to search for an alternative source of financing to 
support their developmental programs. The national policy of these economies would have 
to revise accordingly to identify cheap alternative source of external finance and try to 
utilize their domestic resources more productively to get higher income. It will enable them 
to reduce their dependency on foreign aid in the long run. The appropriate management of 
this available foreign aid amount should give priorities in the developmental policies of 
these South Asian economies as these funds contribute significantly to the developmental 
programs.   
 
South Asia is considered as a developing region as all the eight economies of this 
region are coming under developing countries (except Afghanistan, as it comes under less 
developed country). Almost all the countries are depending upon foreign assistance such as 
ODA to finance their developmental goals. Sri Lanka and Pakistan are two countries 
emerging from long lasting conflicts whereas Nepal and Afghanistan are still in the midst of 
conflict and the nexus between national security and ODA is very strong in these cases. The 
other economies of this region such as, Bhutan, Maldives and Bangladesh have their own 
distinctive situations. Bhutan is a landlocked country whereas Maldives is a small Island 
country having high per-capita income associated with various developmental challenges. 
India is one of the emerging economies of this region and acts as a donor on its own right 
but still depends upon foreign aid to finance its developmental needs. Adding to this, 
hundred million people of India are still living below poverty line. By analyzing the 
developmental issues of all the eight South Asian countries, it is essential to examine the 
impact of foreign aid inflows in the development process of these economies; particularly in 
case of India, Pakistan and Sri Lanka. The outcome will definitely provide important policy 
implications for both the donor community and the recipient economies of this region in 
order to enhance the aid effectiveness. Current trend and composition of foreign aid inflows 
have experienced a remarkable shift from traditional practices to new landscape in aid 
architecture; where emerging countries such as, India, China and some countries of the 
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Middle East region have played a significant role (as donor) in ODA inflows. At the same 
time, multilateral aid has shown a fluctuating trend and in some cases declined; particularly 
in South Asia that was caused due to the global economic crisis of 2008-09 and economic 
instability resulted in the IMF bail outs for Pakistan and Sri Lanka. 
 
By considering the volatile nature of the foreign aid inflows, all the economies of 
South Asian region should necessarily make an assessment about the contribution of foreign 
aid inflows towards the development process. This involves the assessment of the extent to 
which foreign aid has been donor driven (with some hidden motives) as opposed to the 
developmental practices in recipient economies.  Adding to this, they should consider the 
external debt burden associated with the foreign aid inflows, as the total amount of ODA 
must be repaid with interest and accompanied with some currency depreciation; resulted 
higher repayment obligations in future. The utilization pattern of domestic capital in South 
Asian economies have changed with time and their participation in commercial financial 
markets has been enhanced. To cope with the vulnerable economic situations, it is essential 
to evaluate the role of ODA towards the development process in these economies. 
Unfortunately, most of the South Asian economies neglected the utilization pattern of 
foreign aid program rather they are more concerned about the impact of foreign aid on 
economic development. Therefore, an extensive empirical analysis of the impact of foreign 
aid on economic development along with its volatile nature will provide a better idea about 
the functioning of the foreign aid program in the recipient economies. The outcome will help 
to formulate and implement appropriate developmental policies relating to the utilization 
pattern of foreign aid inflows in these recipient economies.   
 
Once the contribution of ODA is identified in these economies, then it will be easier 
to formulate appropriate policy measures with the aim to make foreign aid more productive. 
Therefore, countries need to identify their own priorities for reform of aid delivery practices, 
both in terms of obligations of the donor and obligations of the recipient parties. This could 
initially be guided by the principle of the Paris Declaration (PD), but should not be limited 
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by the scope of the PD. The domestic needs of individual countries differ from each other. 
Therefore, the bottlenecks in domestic governance and economic policy which hinder the 
efficacy of aid delivery system also have to be identified. In this context, foreign aid policy 
has to be associated with the national development strategies in an inclusive policymaking 
process to enhance the aid effectiveness.  
 
As mentioned earlier, each South Asian economy has exclusive environments that 
influence the role of ODA in achieving its developmental targets. Being a frontier economy 
against terrorism activities, Pakistan has remained one of the major recipients of foreign aid 
in South Asian region. In spite of experiencing terrorism activities, domestic energy crisis, 
and natural calamities, Pakistan’s economy received lesser amount of foreign aid due to the 
global food, fuel and financial crises. The impact of foreign aid on economic development 
of Pakistan has been examined by focusing on the four main aspects: the link between aid 
and other domestic revenue sources; impact of foreign aid on other foreign private capital; 
aid effectiveness; and volatility nature of the aid programs. Foreign aid inflows to Pakistan 
have shown instabilities which made it an unreliable source for financing the development 
process. The adverse impacts of terrorism and environmental disasters have mutually 
resulted in huge loss for the higher growth process. Two major factors such as, higher share 
of ODA amount gone for the maintenance of national security (lead to unproductive 
expenditure) and the volatility nature of the aid program adversely affected the 
developmental goals of the foreign aid program in Pakistan. In order to achieve the 
developmental objectives of the foreign aid program, Pakistan is following the guidelines of 
the PD and is interacting with various donor parties, such as Consortium of Friends of 
Democratic Pakistan and US.  
 
Foreign aid such as ODA has played a significant role towards the development 
process of Sri Lankan economy. Since Sri Lanka has persistently experienced budget 
deficits, foreign aid has been crucial to its economy in terms of financing capital intensive 
government expenditure such as, large scale infrastructural projects as well as social 
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projects. The post-war situation saw a significant shift in foreign aid inflows due to the 
remittances inflows and emergency relief measures.  Access to concessional finance such as, 
foreign aid has declined in case of Sri Lanka; even being classified as a lower middle 
income country of South Asian region. Sri Lankan government has depended on external 
commercial borrowing to finance the external debt and development activities. By 
considering the unstable macroeconomic situation and the post-conflict distresses, it is 
essential to measure the impact of foreign aid program towards the development process in 
Sri Lanka. In terms of priorities for enhancing aid effectiveness, Sri Lankan government is 
trying to focus on the highlighted areas mentioned in the Paris Declaration (2005). Foreign 
aid plays a dynamic role in financing the country’s development objectives in the long run. 
Adding to this, effective utilization of the domestic resources also contributes towards the 
development process of the recipient economy. A number of factors relating to the 
enhancement of aid effectiveness from the perspective of recipient government should be 
considered with the aim to enhance the aid effectiveness. 
 
 
3.3. Foreign Aid Inflows to India, Pakistan and Sri Lanka 
Foreign aid has played a significant role in the development process of all the three South 
Asian economies such as, India, Pakistan and Sri Lanka. All the three countries are in their 
developing stages and to accelerate their development process they have to depend upon 
foreign aid to meet their developmental needs. In the initial stages of economic 
development, all the countries need huge amount of capital to start various developmental 
projects such as, infrastructural development, roads, transports, irrigation, and health, 
education, training programs which involve huge capital and long period to get the profit. 
Foreign private investors are reluctant to invest in these developmental activities with the 
assumption of low profit. Therefore, foreign aid acts as a catalyst to the development process 
by supplementing domestic capital stock. As we discussed earlier, the volume of foreign aid 
inflows depends upon the per capita GNI of an economy, so it is essential to know the share 
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of ODA in GNI of the aid recipient economy. The following figure 3.1 shows the share of 
ODA in GNI of all the three countries such as, India, Pakistan and Sri Lanka: 
 
 
Figure 3.1: Share of ODA in GNI of India, Pakistan and Sri Lanka, 1960-61 to 2013-14 
      Source: WDI, 2015 
 
The above figure 3.1 shows the share of ODA in GNI of all the three countries such 
as, India, Pakistan and Sri Lanka during 1960-61 to 2013-14. In India, the share of ODA in 
GNI has shown a declining trend up to 2003 and after that the share became less than 0.5 
percent. In India, the share of ODA in GNI is 0.13 percent in 2013. It indicates that Indian 
government is no longer depending upon foreign aid to support its developmental programs. 
In Pakistan, the share of ODA to GNI has shown an unstable trend from 1960-61 to 2013-14 
because of the prevalence of political instability over a longer period of time and frequent 
occurrence of natural calamity. In 2013, the share of ODA in GNI of Pakistan is 0.89 percent 
which is higher than the other two countries India (0.13 percent) and Sri Lanka (0.64 
percent). In Sri Lanka, the share of ODA in GNI became more volatile from 1976-77 to 
1990-91 because of the withdrawal of aid by donor countries. The factors such as political 
instability, natural calamities and military activities were responsible for the variation in 
foreign aid inflows to Sri Lanka. Overall, we can say that all the three countries depend 
upon foreign aid to support their developmental programs.  
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Foreign aid accelerates the growth process via supplementing the domestic resources of the 
aid recipient economies (Morrissey, 2001). There is a need to analyze the role of foreign aid 
towards the domestic capital of the three South Asian economies. The following figure 3.2 
shows the share of ODA in GCF (indicates the domestic investment) of India, Pakistan and 
Sri Lanka from 1970-71 to 2013-14. 
 
 
Figure 3.2: Share of ODA in GCF of India, Pakistan and Sri Lanka, 1970-71 to 2013-14 
Source: WDI, 2015 
 
It is clear from the above figure 3.2, that the share of ODA in GCF (indicates the 
domestic investment) has shown a declining trend in case of all the three economies such as, 
India, Pakistan and Sri Lanka from 1970-71 to 2013-14. The share of ODA in domestic 
capital is highest in case of Pakistan (6.42 percent) which is followed by Sri Lanka (2.12) 
and India (0.4) respectively. It shows that India is reducing its dependency on foreign aid 
program and trying to become more self-reliant in the long run via financing its 
developmental programs by its own capital. In case of Pakistan, the situation is different. In 
Pakistan, foreign aid supplements the domestic resources and act as a catalyst to finance the 
developmental needs. In case of Sri Lanka, the dependency on foreign aid declined 
gradually but at a lower rate than India. Sri Lankan government also tries to become self-
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reliant rather via reducing its dependency on foreign aid.  Economic growth measured in 
terms of GDP is supported by the various revenue sources. Next, we analyze the share of 
various revenue sources in GDP of three South Asian economies such as, India, Pakistan and 
Sri Lanka.  The following figure 3.3 shows the share of various revenue sources in GDP of 
India: 
 
 
 
Figure 3.3: Share of Different Revenue Sources in GDP of India 
Source: WDI, 2015 
 
The above figure 3.3 presented various sources of revenue which contributed to the 
economic growth process of India. It has shown that the share of domestic investment such 
as GCF in GDP is highest in case of India which is followed by revenue collected from the 
export sector, income generated from taxation, remittances inflows, FDI and ODA 
respectively.  The following figure 3.4 shows the share of various revenue sources in GDP 
of Pakistan: 
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Figure 3.4: Share of Different Revenue Sources in GDP of Pakistan  
Source: WDI, 2015 
 
The above figure 3.4 shows the various sources of revenue which contributed to the 
economic growth process of Pakistan. It has shown that the share of domestic investment 
such as, GCF in GDP is highest in case of Pakistan followed by revenue collected from the 
export sector, income from taxation, remittances, ODA and FDI respectively. The share of 
ODA in GDP of Pakistan is higher than the share of ODA in GDP of India. It shows that 
Pakistan government is more dependent on foreign aid to finance their developmental 
programs than India. The following figure 3.5 shows the share of various revenue sources in 
GDP of Sri Lanka; 
 
 
 
Figure 3.5: Share of Different Revenue Sources in GDP of Sri Lanka 
Source: WDI, 2015 
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The above figure 3.5 shows the various sources of revenue which contributed to the 
economic growth process of Sri Lanka. It has shown that the share of domestic investment 
such as GCF in GDP is highest followed by revenue collected from the export sector, 
income from taxation, remittances, ODA and FDI respectively. By analyzing the share of 
various government revenue sources to GDP in case of all the three economies, we have 
found that the share of domestic investment to GDP is highest in case of all which is 
followed by other major sources of domestic capital such as, export earnings, tax revenue 
and remittances. Further it is followed by ODA inflows and FDI respectively in case of 
Pakistan and Sri Lanka whereas the result is just opposite in case of India. In case of India, 
the share of FDI is rising gradually in comparison to the share of ODA to GDP which 
indicates that India is trying to reduce its dependency on foreign aid. 
 
 
3.4. Foreign Aid inflows to India in Different Five Year Plans  
India’s economic development is based on a sort of ideological and psychological barrier 
about the use of foreign aid in the pre-war period. In the post-war period, there was a change 
found relating to the outlook of foreign capital inflows into India. The Industrial Policy 
Resolution passed by Government of India in 1948 opened the door to overseas capital. 
After independence, the inflow of external economic assistance in India began with the 
drawings from the International Monetary Fund (IMF) in early 1948 to provide for hard 
currency needs. Later in 1949, the World Bank made its first loan to India for the expansion 
and modernization of the Indian railways. During the initial periods of development, India 
faced two major economic problems such as adverse Balance of Payments (BoP) difficulties 
and the shortage of foreign exchange reserves.  Planners and policy makers of India had to 
depend on foreign assistance to get adequate amount of foreign exchange reserves which 
will help their scarce domestic resources. External financial assistance was generally 
provided by the international financial institutions and developed countries in the form of 
goods, services, machinery, technological transfers. During the First Five year plan (1951-
56), India accepted foreign aid to supplement its domestic resources. The Second plan 
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(1956-61) concentrated on the development of the industrial sector which caused a major 
share of foreign aid spent for industrial projects. It adversely affected the productivity of the 
agricultural sector which created food shortage in the economy. To meet the demand for 
food, the Indian government went for an agreement with the U.S. government, relating to 
the import of food grains under the P.L. 480 programs. The Third five year plan (1961-66) 
gave importance on self-reliance; particularly it focused on the reduction of special forms of 
foreign aid. To fulfill the target of this plan, the utilization of foreign aid remained high at 
about 72 percent during the plan. The major objective of the Fourth Plan (1969-74) was to 
reduce the net burden of foreign aid into half by the end of this plan and it also targeted to 
eradicate the debt burden completely as soon as possible. Up to 1974, USA continued to be 
the largest bilateral donor of foreign aid to India. During the Fifth Plan (1974-1979), BoP of 
India faced a substantial burden of shortage of foreign exchange because of the hike in oil 
prices and rise in the import prices of some selected commodities like fertilizers and food 
grains. The Sixth Plan (1980-85) visualized the possibilities of hike in external assistance 
particularly from the international financial organizations and also predicted improvements 
in the distribution of aid through implementation of appropriate project plans. During the 
Sixth Plan, India received Rs.10, 902.69 crores as foreign aid, which is nearly 90 percent 
more than the Fifth Plan period. During the Seventh Plan (1985-90), India received Rs. 
22,695.11 crores as external assistance and nearly 56 percent of the total amount of aid 
receipts was made for debt repayments (principal plus interest). During the Eighth Plan 
(1992-97), total amount of foreign assistance increased up to Rs.56, 703.45 crores. The 
percentage of reimbursements of the gross external finance increased from 45 percent in the 
initial year of the Eighth Plan to nearly 73 percent by the terminal year of this plan. During 
the ninth five year plan most of the bilateral donors and some multilateral agencies restricted 
their financial assistance to India for two major reasons; first, India's nuclear test in May 
1998 and second, the imposition of economic restriction on trade. This created a significant 
impact on World Bank and Asian Development Bank (ADB) loans to India and their 
assistance confined to only humanitarian purposes. India received very low amount of 
external assistance in 1998-99 due to the restriction put by the bilateral as well as 
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multilateral donor’s relating to the aid inflows to India. The inflows of external assistance 
remained stable during the Tenth Plan period (2002-2007). During this plan India received 
Rs.269, 723.55 crores of foreign aid which was Rs.69, 251.98 crores more than the last plan. 
After February 2003, the Indian government is not availing any kind of tied external 
assistance from its donors. Total amount of aid received by India is constituted by 90 
percent of loan amount, while the remaining 10 percent was in the form of grants. The 
following table 3.3 shows the plan-wise aid authorized recipients, repayments and its 
interest payment made by India. 
Table 3.3 
Plan-wise Distribution of Aid Receipts and Its Repayments  
(1951-52 to 2007-12) (Rupees in Crores) 
Five Year plans Value of 
Agreement 
Concluded 
Receipts Repayments 
of Principal 
Interest 
First five year plan 1951-56 381.75 191.75 10.5 13.3 
Second five year plan 1956-61 2531.14 1430.2 55.2 64 
Third five year plan 1961-66 2798.71 2879.75 305.6 294.54 
Yearly Plan 1966-67 1506.5 1131.4 159.7 0 
Yearly Plan 1967-68 718.8 1195.6 210.7 153.47 
Yearly Plan 1968-69 946.8 902.6 236.2 0 
Fourth five year plan 1969-74 4172.2 4183.7 1584.2 880.48 
Fifth five year plan 1974-78 7508.1 5725.03 1653.19 866.82 
Yearly Plan 1978-79 2335.7 1177.47 524.67 271.32 
Yearly Plan 79-80 1859.5 1353.19 503.84 0 
Sixth five year plan 1980-85 16761.3 10902.69 2905.85 1686.97 
Seventh  five year plan 1985-90 44064.7 22695.11 7164.85 327.85 
Yearly Plan 1990-91 8123.38 6704.29 2328.54 1953.6 
Yearly Plan 1991-92 13561.34 11614.79 3650.45 3005.88 
Eighth five year plan 1992-97 70996.12 56703.45 30627.72 22748.4 
Ninth five year plan 1997-2002 89719.63 71680.55 48483.33 26151.86 
Tenth five year plan 2002-07 109509.62 88671.72 83880.09 20614.67 
Eleventh five year plan 2007-12 62124.58 46728.21 19679.94 9464.59 
Grand Total Grants 44528.95 35650.84 0 0 
Grand Total Loans 395090.92 300220.67 203964.57 94406.16 
Grand Total 439619.87 335871.51 203964.57 94406.16 
Source: Ministry of Finance, Govt. of India 
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The above table 3.3 has shown that the amount of external assistance to India has increased 
up to 10
th
 five year plan, after that it started to decline. This shows that the Indian 
government reduced its dependency on foreign aid for financing of its plan expenditures. 
The transformation is clearly visible from its changing pattern. Currently foreign aid helps in 
financing various major infrastructural projects, social sector projects and projects relating 
to increasing the institutional capacity. The revised guideline which was implemented in 
January 2006 highlights the reduction of India’s dependence on foreign aid. Infrastructure 
sector remained the focus of investment by the foreign investors. With the commencement 
of the 20
th
 century, priorities have been shifted towards the attainment of the Millennium 
Development Goals (MDGs) via development of the social sectors like health and education.  
 
 
3.5. Composition of Foreign Aid into India  
Foreign aid is constituted by both loans and grants. In the initial periods of planning a major 
portion of the foreign aid was coming in the form of loans, while only a small portion took 
the form of grant element. During the first ten Five Year Plans, the loan amount accounted 
for 90 percent of the total assistance while the rest 10 percent was in the form of grants. 
Major share of loan amount caused a significant reduction in the country’s foreign exchange 
reserves against the huge amount of external debt service. The grant amount increased to 
13.39 percent during the Tenth Plan in comparison to 11percent in the Second Plan Period. 
Up to the third plan period (1961-66), loans from multilateral donors accounted for only 19 
percent while the rest 81 percent was accounted by the bilateral donors. Only after 1970s, 
multilateral institutions began to improve their share in the foreign aid transfers to India. The 
share of multilateral inflows started rising up to 2011-12; after that it starts falling. If we 
compare the donor wise such as bilateral and multilateral then the share of bilateral inflows 
has shown a rising trend since 1980-81 and it became more than the multilateral inflows 
during 2011-12 onwards. The following figure 3.6 shows the donor wise disbursement of 
foreign aid inflow to India; 
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Figure 3.6: Donor Wise Disbursement of Foreign Aid Inflow to India 
Source: WDI, 2015 
 
The above figure 3.6 presented the donor wise such as, bilateral and multilateral 
disbursement of foreign aid inflows in India during 1970-71 to 2013-14. It shown that the 
share of bilateral flows has shown a fluctuating trend up to 2000-01 after that it has shown 
rising trend that is caused due to steady and continuous rise in the growth rate in India. If we 
consider the multilateral aid inflows then it has shown a rising trend up to 2011-12 and after 
that it started falling in the last two years.  
 
 
3.5.1. Major Multilateral Donors to India 
Foreign aid is provided by both multilateral and bilateral donors to India which generally 
takes two forms such as, loans and grants. Multilateral aid is given through the mediation of 
an international organization such as World Bank, IMF and ADB which collects donations 
from rich countries' governments and then distributes them to the recipients at the time of 
need. Multilateral assistance constitutes nearly 70 percent of the total foreign aid inflows to 
India. The major multilateral donors of India are World Bank, IDA, IBRD, IMF and ADB. 
Out of total multilateral assistance, both IBRD and ADB accounted 64 percent of the total 
loan amount whereas the grant constituted a small portion. The following table 3.4 shows 
the external assistance provided by the major multilateral donors to India.  
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Table 3.4 
                         Major Multilateral Donors   (Rupees in Crores) 
Donor 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 
World Bank 
(IDA) 
4870.99 5728.09 4303.49 4178.27 4631.61 5363.48 4306.38 
World Bank 
(IBRD) 
3375.82 3636.12 3250.08 4087.42 3725.06 4199.73 4438.64 
Asian 
Development 
Bank (ADB) 
2145.11 1913.63 2588.04 2744.97 2148.58 2682.3 4060.31 
Total 
Multilateral 
Assistance 
10540.8 11530.2 10337.54 11137.63 10680.74 12466.03 13221.08 
Source: Aid Accounts and Audit Division, Dept. Of Economics Affairs, Ministry of Finance 
and Government of India 
 
The World Bank provides concessional lending through IDA and market based 
lending through the IBRD. The total assistance provided by IBRD in the form of loans to 
India was US$ 31262.262 million as on December 2008. The main sectors for which IBRD 
assistance has been provided are roads and highways, energy, urban infrastructure (including 
water and sanitation), rural credit and the financial services sector. The total assistance 
provided by IDA in the forms of credits to India was US$ 32937.56 million as on December 
2008. During the period from January 2009 to December 2009, another additional amount of 
US$ 547 million was sanctioned to raise the total amount up to US$ 33484.56 million. 
Health, education, agriculture and poverty eradication sectors are the major sectors of 
investment by the IDA. International Fund for Agricultural Development (IFAD) was set up 
in 1977. India is one of the original members of the IFAD. IFAD has sanctioned US$ 656.4 
million for 23 projects which includes agriculture, rural development, tribal development, 
women empowerment, natural resources management and rural finance sector. Out of 23 
projects, 15 projects have already been completed. The Global Environment Facility (GEF) 
is a financial instrument that offers grants to developing countries to promote sustainable 
livelihoods in local communities and to protect the global environment. Since 1991, India 
has been a major participant in the GEF and had already contributed US $ 42 million to its 
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core fund. After 1993, India has not taken any financial assistance from the IMF and it has 
already repaid all the loans from IMF by the end of May 2000. 
 
 
3.5.2. Major Bilateral Donors 
Bilateral aid refers to the voluntary transfer of financial assistance from a donor government 
to a recipient country at the time of need. The donor party can provide this aid directly to the 
recipient government or any non-governmental institutions existing in the recipient country. 
The following table 3.5 shows the foreign aid inflows to India from its major bilateral 
donors. The major bilateral donors of India are Japan, Russia, Germany, USA and United 
Kingdom. Among the bilateral donors, Japan has provided 98 percent of assistance in terms 
of loans, while countries like UK, EEC (East European Countries) and USA have sanctioned 
aid in terms of grants. Bilateral assistance has mostly come in the form of grants.  
Table 3.5 
Major Bilateral Donors (Rupees in Crores) 
Donor 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 
Japan 2729.78 3728.95 3328.88 3277.64 2971.18 2710.36 2097.62 
U.K  307.3 808.37 778.73 1279.94 1506.93 1371.94 1310.32 
Germany 386.69 444.66 381.16 333.41 121.18 188.24 278.32 
EEC 36.28 181.89 326.03 147.54 426.31 820.51 397.88 
USA 81.11 66.18 49.86 110.56 80.17 52.66 44.56 
Russian 
Federation 
130.09 23.03 316.06 771.71 1194.82 1106.83 1404.41 
Total 
Bilateral 
Federation 
3866.18 5624.77 5399.46 6218.05 6446.38 6309.14 5531.26 
Source: Aid Accounts and Audit Division, Dept. of Economics Affairs, Ministry of Finance 
and Government of India 
 
 
3.6. Mechanism for Announcement and Distribution of 
Foreign Assistance 
All types of external assistance provided by the international agencies are first received by 
the Office of Controller of Aid Accounts and Audit (CAA& A), Department of Economic 
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Affairs, Ministry of Finance in India. The structure of central assistance provided for 
externally aided projects (EAPs) has changed since 1971. After 1971, additional 25 percent 
of the total credit amount from the projects was given to the state authorities with the aim to 
make the projects more acceptable. Later, it was felt that the credit amount is inadequate to 
manage and it was again extended to 70 percent in 1979 to make the projects more viable. 
Again, it was extended to 100 percent in case of social and agriculture sector projects. After 
1992, all the sectors have been entitled to avail 100percent additional external assistance. 
The terms and conditions are same in case of foreign aid transfers from the central 
government to the state government as in case of central assistance for state plans. The terms 
and conditions of both bilateral and multilateral donors differed from each other. The states 
coming under general category states were provided financial assistance in a ratio of 70:30 
(70 percent loan and 30 percent grant) whereas the ratio was 10:90 (10 percent loan and 90 
percent grant) in case of the special category states of India. These special category states 
include Sikkim, Himachal Pradesh, J&K and seven north eastern states i.e. Assam, 
Arunachal Pradesh, Manipur, Meghalaya, Mizoram, Nagaland and Tripura. The actual terms 
and conditions of foreign assistance were reformed again. On the basis of the 
recommendations of the 12th Finance Commission, the central government of India 
accepted to transfer the foreign assistance on the same terms and conditions on which it was 
sanctioned by the donor party. Therefore, after April 1, 2005, all the foreign assistance is 
being transferred on a ‘back-to-back’ basis. During this process, all the cost of services and 
the exchange rate fluctuations are now shifted to the states.   
 
 
3.7. Composition of Foreign Aid into Pakistan  
Foreign aid is provided by both multilateral and bilateral donors that takes two forms such 
as, loans and grants. Foreign aid inflows to Pakistan have experienced unpredictability, 
which adversely affected the developmental plans and ongoing projects funded by the 
foreign assistance.  The per capita ODA received by the Pakistan economy has experienced 
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a declined trend from 1960-61 to 2012-13. The following figure 3.7 shows the Net ODA 
received per-capita (Current US $) to Pakistan, 1960-2013: 
 
 
Figure 3.7: Net ODA received Per-capita (Current US $) to Pakistan, 1960-2013 
Source: WDI, 2015 
 
The above figure 3.7 shows that per-capita net ODA received (Current US $) by 
Pakistan economy is not stable from 1960-61 to 2012-13. This unpredictability associated 
with the per-capita net ODA made foreign financing through ODA is an unreliable source 
for economic growth in the long run. The following figure 3.8 shows the donor wise 
disbursement of foreign aid inflows to Pakistan. In Pakistan, both bilateral and multilateral 
aid inflows have shown an unstable trend over the period. The variation in bilateral aid 
inflows becomes higher than the multilateral aid which may have been caused due the 
prevalence of political instability, terrorist activities, and lower value of HDI.   
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Figure 3.8: Donor Wise Disbursement of Foreign Aid Inflow to Pakistan 
      Source: WDI, 2015 
 
The above figure 3.8 shows that both bilateral and multilateral foreign aid inflows to 
Pakistan economy experienced a fluctuating trend over the time from 1970-71 to 2013-14. 
This unpredictability in the disbursement of foreign aid inflows adversely affect the 
functioning of the foreign aid program. The unstable nature of the foreign aid program leads 
to partial fulfillment of its developmental goals. Foreign aid program can be classified as 
project aid and non-project aid on the basis of its functional use. The following table 3.6 
shows the disbursement of the foreign aid in Pakistan under two major heads such as, 
project aid and non-project aid in different plans: 
 
Table 3.6 
 Project Aid and Non-Project Aid Disbursement (US $ Million) 
Different plans Project Aid Non-Project Aid 
Up to 30
th
 June 1960 406 436 
Second Plan (1961-65) 1209 1185 
Third Plan (1966-70) 1811 1232 
Non Plan (1971-78) 2543 3174 
Fifth Plan (1979-83) 3363 2430 
Sixth Plan (1984-88) 4882 2301 
Seventh Plan (1989-93) 7643 4438 
Chapter 3           Foreign Aid Inflows to India, Pakistan and Sri Lanka: Recent Trends and Prospects 
 
76 
 
Eighth Plan (1994-98) 9564 3184 
1999-2009 13629 16973 
Total 44691 35353 
Source: Economic Affairs Division, Government of Pakistan 
 
The above table 3.6 shows that, the total amount of aid disbursed for project aid was 
similar to the non-project aid in Pakistan particularly in the earlier plan periods. However, 
the sanctioned amount of project aid increased is much faster rate from the fifth plan to 
eighth plan period as the government shifted their priorities towards higher economic 
growth. After the eighth plan, the amount sanction for non-project aid increased with the 
aim to support the BoP deficits. In case of project aid, the sectors that have received highest 
amount of foreign aid include power generation, water supply, transport and communication 
and rural development whereas research and development, human resource development 
sectors are neglected (Ahmed & Wahab, 2012). These neglected sectors adversely affect the 
development process of Pakistan economy in the long run. 
 
 
3.8. Trends of Foreign Aid in Sri Lanka 
Foreign aid plays an important role in economic development of Sri Lanka, particularly in 
financing large scale infrastructure projects and social infrastructure such as education, 
health and programs relating to poverty eradication.  Aid has been vital in Sri Lanka in terms 
of financing of capital intensive government project; however, the Sri Lankan government 
has continuously failed to generate adequate amount of domestic revenue to meet its 
domestic needs. In recent years, the role of foreign aid inflows to Sri Lankan economy has 
shown a rising trend with the aim to support the post Tsunami reconstruction programs as 
presented in the following table 3.7. 
Table 3.7 
Contribution of Foreign Aid in Sri Lanka, 2005-09 
  2005 2006 2007 2008 2009 
Public Debt % of GDP 90.6 87.9 85 81.4 86.2 
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Foreign Debt % of GDP 39 37.5 37 32.8 36.5 
Foreign Aid % of GDP 3.1 3.3 5.4 2.9 7.4 
Foreign Aid % of Govt. 
Expenditure 9 9.4 16.2 9.2 20.3 
Source: Central Bank of Sri Lanka (various issues) 
 
Further, we discuss about the donor wise disbursement of foreign aid inflows to Sri 
Lanka which is classified under two major categories such as, bilateral aid and multilateral 
aid.  The following figure 3.9 shows the donor wise disbursement of foreign aid inflow to 
Sri Lanka.  
 
 
Figure 3.9: Donor Wise Disbursement of Foreign Aid Inflow to Sri Lanka 
    Source: WDI, 2015 
 
From the above figure 3.9, it is clear that the bilateral inflows has shown a rising 
trend over the time period (from 1970-71 to 2013-14) whereas the multilateral aid has 
increased at a lower rate than the bilateral aid inflows. Sri Lanka has received more amount 
of foreign aid from its bilateral donors rather than the multilateral agencies. After 1970-71, 
bilateral inflows of aid gradually have shown a rising trend. Sri Lanka gets approximately 80 
percent of foreign aid from three major sources such as, Japan, Asian Development Bank 
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(ADB) and World Bank. This has been associated with long repayment of principal amount 
and concessional interest rate. For instance, ADB special fund resources provide 30 years 
maturity along with 0.5 percent interest per annum, and World Bank’s loans provide 
maturity period up to 40 years with 0.75 percent interest per annum (Kalegama and de Mel, 
2007). However, disbursement of foreign aid at concessional rate sanctioned by multilateral 
donors has shown declining trend as the economy has experienced higher per-capita income. 
The following figure 3.10 shows the trend of multilateral aid coming to Sri Lanka during 
2003 to 2009: 
 
 
 
Figure 3.10: Multilateral Aid in Sri Lanka 2003-09 (US $ Million) 
Source: Central Bank of Sri Lanka (various issues) 
 
From above figure 3.10, it is found that, there has been a downward trend in case of 
multilateral aid received by the Sri Lankan government. Again, multilateral aid shows a 
rising trend in 2008 and 2009 due to increased support for post Tsunami reconstruction 
programs. In the recent times, Sri Lanka economy experienced a decline trend in terms of 
aid disbursement due to sudden withdrawal of foreign aid by some bilateral donor 
(Kalegama and de Mel, 2007). Foreign aid provided by Japan also declined from USD262 
million in 2004 to USD200million in 2007 and rose again in 2008 and 2009. In this context, 
Sri Lanka shifted to other non-traditional bilateral donors such as, China and Eastern 
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countries. Up to 2007, the foreign aid provided by China to Sri Lanka was very less such as 
US $ 163.5 million. Just after two years, China was the highest bilateral donor to Sri Lanka 
by providing US $ 292.8 million in terms of foreign aid. In recent years, India has also 
changed its lending nature to Sri Lanka in case of foreign aid program. However, Indian aid 
prior to 2009 was purely through the non-project based. Since 2009, project based lending 
has taken place as India has taken more interest on financing development project to Sri 
Lanka. In 2009, India disbursed US $ 27.4 million in project financing. Unlike western 
bilateral donors who withdrew due to concern over alleged human right violation. This has 
made non-traditional bilateral donor more attractive to the Sri Lankan government in recent 
years, resulting in higher flows of bilateral aid into Sri Lanka shows in figure 3.11. 
 
 
Figure 3.11: Bilateral Aid in Sri Lanka, 2005-09 (US $ Million) 
Source: Central Bank of Sri Lanka (various issues) 
 
 
3.9. Role of Foreign Aid in Sri Lanka 
Sri Lanka has been the long recipient of foreign aid which has played an important role in 
supporting the capital expenditure of its budget. The foreign assistance provided by the 
international donors ADB, the World Bank and Japan has enabled the country to carry out 
its developmental programs. Sri Lankan government signed an agreement with IMF in July 
2009 which specified that budget deficit for 2007 should be maintained at 7 to 7.5 percent of 
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GDP. Sri Lankan government experienced an unstable macroeconomic situation in 2009 and 
early 2010, particularly in terms of its fiscal position. As a result, the economy faced 
significant recessions in generation of government revenue with the advent of global 
economic crisis during 2008-09.  With the aim to handle the deficit, it has raised the public 
expenditure in 2009, which resulted in budget deficit of 9.7 percent of the Gross domestic 
product (GDP). Fiscal deficit adversely affected the expenditure pattern of the Sri Lankan 
government which compelled the government to depend upon other borrowings to meet its 
domestic needs. Borrowing from the domestic sources could be problematic as it could 
create upward pressure on interest rate, thereby, reducing the private investment. According 
to Sri Lanka’s agreement with the IMF, there is ceiling of domestic borrowing. External 
borrowing is the alternative source for Sri Lanka to support its domestic scarce resources. 
The financial market recovery after global economic crisis has suffered further setbacks due 
to the turmoil in European sovereign debt. Continued pressure on financial market is likely 
to make investors demand high risk premiums to compensate for this risk and pushing up 
interest rates. This would create more challenges for the Sri Lanka to find other commercial 
borrowing sources in short run. Therefore for the Sri Lankan government, the most suitable 
form to fill the government expenditure gaps would be in the form of concessionary 
borrowing from the international donor communities.  
 
 
3.10. Conclusion 
In this chapter, we conclude that, foreign aid plays a significant role in the development 
process of all the three economies such as, India, Pakistan and Sri Lanka. In the short run 
foreign aid helps in financing the developmental programs whereas in the long run it helps 
these economies to become self-reliant via productive utilization of their own domestic 
resources. It is observed that the share of foreign aid to GDP has shown a declining trend in 
India whereas it has shown a fluctuating trend in case of Pakistan and Sri Lanka. The share 
of ODA to GDP is highest in Pakistan such as, 1.01 percent, in Sri Lanka; it is 0.63 percent 
and in India it is 0.13 percent. It shows that the Indian government has reduced its 
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dependency on foreign aid that assists the developmental programs in the past. The critical 
findings of this chapter is that, the share of domestic investment to the GDP becomes 
highest followed by export earnings and tax revenue in all the three countries such as, India, 
Pakistan and Sri Lanka. It has found that domestic policies in utilization pattern of foreign 
aid program and the donor policies related to aid disbursement should be considered as an 
important determinant of aid effectiveness. These three South Asian economies should focus 
on the best use of this foreign aid program by giving priority to their utilization pattern.
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Chapter 4 
 
Methodology and Tools of Time Series 
Analysis 
 
4.1. Introduction 
The previous chapter of this study discusses the current trend, composition and changing 
pattern of foreign aid inflows to the three major South Asian countries such as, India, 
Pakistan and Sri Lanka. These evidences portray the relationship between foreign aid 
inflows and other macroeconomic variables. They are not consistent over the time and hence 
we would not provide any generalized conclusion regarding the long run causal relationship 
between economic development and foreign aid inflows. The chapter discusses the 
methodology adopted along with various econometric tools of time series analysis are used 
for empirical tests. Two specific objectives considered here are: (a) To examine the impact 
of foreign aid on economic development of India, Pakistan and Sri Lanka (b) To evaluate 
the impact of aid volatility on economic growth of India, Pakistan and Sri Lanka. This 
chapter discusses the econometric techniques followed by their applications. The secondary 
data pertaining to the annual time series data are collected from various published sources 
such as World Development Indicators (WDI) published by World Bank and International 
Financial Statistics (IFS) published by International Monetary Fund (IMF). The main 
objective is to find out the long run causal relationship between economic development and 
foreign aid along with selected macro-economic variables in case of India, Pakistan and Sri 
Lanka. Subsequently, to find out whether the impact of foreign aid inflows on economic 
development is positive or negative? The present work aims to empirically examine the 
impact of aid volatility on economic growth of these three South Asian countries. The 
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chapter has two sections: the first section deals with the methodologies adopted which 
includes the description of the variables, sources of data and period of the study. The second 
section deals with the different econometric tools needed for time series analysis. 
Econometric tools such as Unit Root test, Johansen-Juselius multivariate Cointegration test, 
Vector Error Correction Mechanism (VECM) test, Granger-Causality test, Vector Auto 
regression (VAR) analysis, Impulse Response Function (IRF), Variance Decomposition 
(VD), Coefficient of Variation (CV) and OLS technique are considered.  
 
 
4.2. Methodology of the Study 
The success and failure of any empirical investigation depends upon the nature of data that 
further depends upon the sources, methods of collection, analysis, filtration and 
interpretation (Lekhi and Aggarwal, 1998). The study uses different time series tools and 
econometric technique for the empirical analysis of its two specific objectives.  
 
 
4.2.1. Description of the Variables and Data Sources 
The present study uses selected macroeconomic variables based on the literature reviews 
and their significance in the empirical studies. Uniformity is followed on a consistent basis 
for better comparison with respect to data, period and measurement for the macroeconomic 
variables. We consider the following macro-economic variables to examine the specific 
objectives. These are Per-capita Gross Domestic Product (PcGDP as the indicator of 
economic development), Official Development Assistance (ODA, as the indicator of foreign 
aid), Gross Capital Formation (GCF as the indicator of domestic investment), Trade 
Liberalization (TrO as the indicator of trade openness), Domestic Credit provided by the 
financial sector  (FSD as the indicator of financial sector development), Domestic Private 
Investment (DPI as the indicator of domestic investment made by the private sector) and 
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Population growth rate (Popu). Trade Openness is calculated by the summation of export 
and import divided by the gross domestic product i.e. [(X+M)/GDP]. 
 
Annual time series data are collected and have been considered for the empirical validation 
from 1970-71 to 2013-14 for the three countries. All the variables are expressed in terms of 
their real values (constant prices US $) in this study. Due to high variation in the original 
values of the variables, all the independent variable such as GCF, ODA, FSD, DPI (except 
population growth rate) are expressed as the percentage of Gross Domestic Product (GDP). 
To make the data stationary and to avoid the problem of heteroscedasticity from the fitted 
model, all the independent variables such as GCF, ODA, FSD, DPI (except population 
growth rate) along with the dependent variable such as PcGDP is converted into natural log. 
All the necessary data for this study have been collected from World Development 
Indicators (WDI) published by World Bank in 2015. Further, additional inputs are collected 
from various additional sources such as,  Global Development Finance (GDF) published by 
the World Bank, Online data base of Organisation for Economic Co-operation and 
Development (OECD), OECD Development Statistics, Handbook of Statistics in Indian 
Economy published by Reserve Bank of India (RBI, 2015), Aid Accounts and Audit 
Division, Department of Economics Affairs, Ministry of Finance in India, Economic Survey 
of India (2015), the State Bank of Pakistan (Central/Apex bank of Pakistan), Economic 
Survey of Pakistan (2015), Finance Division, Ministry of Finance, Government of Pakistan, 
Central Bank of Sri Lanka and Ministry of Finance and Planning, Department of National 
Planning in Sri Lanka.  
 
In the light of the above discussion on the variables definition, the following 
equation is used as the basic model to examine the impact of foreign aid on economic 
development of all the three South Asian economies such as, India, Pakistan and Sri Lanka. 
Here PcGDP is considered as the indicator of economic development. 
 
Development measured in terms of PcGDP = f {GCF, DPI, FSD, TrO, ODA, Popu} 
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The following model is specified to measure the impact of foreign aid on economic 
development along with the interaction of selected macroeconomic indicators. We estimate 
the long run impact of foreign aid on economic development by employing the  Johansen-
Juselius multivariate cointegration test which can be written as:  
 
lnPcGDPt = 1lnGCFt  + 2lnDPIt + 3 lnFSDt  + 4lnTrOt   + 5lnODAt    
+ 6lnPoput   + ut …………… (4.1) 
 
(lnPcGDP)t indicates economic development in terms of PcGDP during the time period t 
(lnGCF)t indicates gross capital formation during the time period t  
(lnDPI)t indicates domestic investment made by the private investors during the time period t  
(lnFSD)t indicates financial sector development during the time period t  
(lnTrO)t   = Trade Openness (Trade as a percentage of GDP) during the time period t 
(lnODA)t indicates official development assistance during the time period t  
(Popu)t indicates annual growth rate of population during the time period t  
ut =  Disturbance term/Error term 
 
The third objective of the study is to investigate the impact of aid volatility on 
economic growth of India, Pakistan and Sri Lanka. To examine the impact of aid volatility 
on economic growth of all the three countries, following variables are used during the period 
1980-81 to 2013-14. These variables are Gross Domestic Product (GDP as the indicator of 
economic growth), Official Development Assistance (ODA) (as the indicator of foreign aid 
inflows), Foreign Direct Investment (FDI), Gross Capital Formation (GCF), Volatility in 
Aid Inflows (VODA) and Export Earning (Ex). Volatility series of foreign aid inflows is 
generated by using the standard deviation method. All the variables are expressed in terms 
of their logarithmic values in order to reduce the high variation present in their original data 
set. The following equation is used as the basic model to examine the impact of aid volatility 
on economic growth of all the three South Asian economies such as, India, Pakistan and Sri 
Lanka. Here GDP is considered as the indicator of economic growth. 
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Growth measured in terms of GDP = f {GCF, Ex, ODA, VODA, FDI} 
 
The following model is specified to measure the impact of aid volatility on economic growth 
of all the three South Asian economies such as, India, Pakistan and Sri Lanka. We estimate 
the impact of aid volatility on economic growth by employing the Ordinary Least Square 
(OLS) test which can be written as:  
 
lnGDPt = 1lnGCFt  + 2lnExt + 3 lnODAt  + 4lnVODAt   + 5lnFDIt    
+ ut …………… (4.2) 
 
(lnGDP)t indicates economic growth in terms of GDP during the time period t 
(lnGCF)t indicates gross capital formation during the time period t  
(lnODA)t indicates official development assistance during the time period t  
(lnVODA)t indicates volatility series of official development assistance during the time 
period t  
(lnFDI)t indicates foreign direct investment during the time period t  
ut =  Disturbance term/Error term 
 
 
4.3. Tools of Time Series Analysis 
The study employs the wide array of econometric tools to carry out the empirical analysis. 
As the study emphasizes around 44 years of annual time series data; it is essential to give 
special attention to the overcome from the problem of non-stationary. The first step is to find 
out the stationary property of the aforesaid variables. Unit root test is the common test used 
to test the stationary property of the time series data. If the variables of a time series data do 
not satisfy the unit root test, then it becomes non-stationary. Non-stationary time series data 
set will produce spurious empirical results which have no practical implication in the 
analysis of economic theory. Unit root test is a pre-requisite of testing long run relationship 
between two or more time series data set (Granger, 1981). If the unit root test result shows 
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that the time series data are non-stationary in nature then the first step is to convert all the 
data set into their stationary forms by considering the first difference method.   
At first, this study employs Johansen-Juselius multivariate cointegration test (Johansen and 
Juselius, 1990) and Vector Error Correction Mechanism (VECM) test to examine both long 
run and short run causal relationship between economic development and foreign aid along 
with the presence of few selected macroeconomic variables. Further we employ impulse 
response function and variance decomposition technique to examine the short-term 
dynamics relationship among the variables. Granger-causality test helps in finding out the 
direction of causality between the variables. Diagnostic test is employed to verify the 
reliability of the fitted model. Secondly, we use Ordinary Least Square (OLS) technique and 
the coefficient of variation method to measure the impact of aid volatility on economic 
growth of three South Asian countries such as, India, Pakistan and Sri Lanka. 
 
 
4.3.1. Test of Stationarity 
Our work considers annual time series data of 44 years which contain shifts in their trend 
projections. Time series stationarity posits statistical characteristics of a series where mean 
and variance are constant over time and the value of the covariance between the two time 
periods depends on the distance between two time periods not on the actual time period at 
which the covariance is computed (Gujarati, 2011). In short, variables become stationary 
whose mean, variance and covariance are time independent. If a time series is non-
stationary, then we can study the behavior of the series only for the period of consideration 
but it is not possible to generalize the results for their respective periods. Briefly, non-
stationary series has no practical use in case of forecasting.  Similarly, if we regress a non-
stationary time series with one or more non-stationary series, then the outcome becomes 
spurious or nonsensical having no practical use. For example, if X and Y series are non-
stationary, then their simple regression relationship (shown in equation 4.3) will generate 
spurious regression results which have no practical use.  
Yt = α + βXt + Ut   …………….(4.3)      
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To elucidate, we insight the stationary properties of the time series data. Let Yt becomes a 
time series data set represented as Y1, Y2 ... Yt and the mean and variance of the series at time 
‘t’ can be presented by the following two equations: 
Mean µ = E (Yt)                           ……. (4.4) 
Variance (Yt) = E (Yt - µ)
 2
 = σ2   ……. (4.5) 
Similarly, the covariance between Yt and Yt+k can be written as: 
Cov [Yt,  Yt+k] = yk = E [(Yt - µ) (Yt+k - µ)]  ……. (4.6) 
Where k = 1, 2, 3… t,  
Here, yk, is the covariance between the two variable series Yt and Yt+k at lag k.  
If k=0, then γ0 becomes the simple variance i.e., Y (=σ
2
); if k=1, then γ1 is the 
covariance between two adjacent values of Y. The whole series Yt becomes stationary, if the 
following three conditions are satisfied for all m: 
E (Yt+m) = µ                  …………… (4.7) 
E (Yt+m - µ)
2
 = σ2          ………(4.8) 
E [(Yt+m - µ) (Yt+m+k  - µ)] = γk   .........(4.9) 
Unit root test is the common method used to know the stationary properties of the time 
series data set.  
 
The present study employs unit root test namely, Augmented Dickey Fuller (ADF) 
test for the detection of the unit roots in the concerned variables such as PcGDP, GCF, FSD, 
DPI, ODA, VODA, Popu, TrO and FDI. Before applying any econometric tool, first we test 
the stationary properties of all the variables by using the ADF test (result shown in chapter 
5). 
 
Chapter 4                                                                     Methodology and Tools of Time Series Analysis 
89 
 
4.3.1.1. Dickey-Fuller Test (DF) and Augmented Dickey-Fuller (ADF) Test 
Dickey and Fuller (1979) consider the following three regression equations that can be used 
to test the presence of unit root in a time series: 
 
ΔYt = γ Yt-1 + et           ............... (4.10) 
ΔYt = α1 + γ Yt-1 + et           …….. (4.11) 
ΔYt = α1 + γ Yt-1 + α2t + et    ........... (4.12) 
 
In the above three equations, the difference is the presence of the deterministic 
elements such as, α1, α2 and t. The first is a pure random walk model (no trend, no intercept), 
the second equation adds an intercept term or drift term (intercept, no trend) and the third 
equation includes both a drift and linear time trend (intercept, trend).  
 
Here, the null hypothesis H0: Variables are not stationary or having unit root test. 
Alternative hypothesis H1: Variables becomes stationary.  
 
Here, γ is the major parameter of all the three regression equation; if γ = 0, then Yt 
series becomes non-stationary or have unit root. The selection criterion to determine whether 
to accept or reject the null hypothesis γ = 0 is based on the comparison between the 
calculated value of the t-statistic with the appropriate value reported in the Dickey Fuller 
tables.  
 
In case of Dickey Fuller (DF) test, it is assumed that the error term such as, et is 
uncorrelated. In such circumstances, the DF test will not support whereby the error terms are 
correlated. To solve this problem, Dickey and Fuller have developed another unit root test 
named Augmented Dickey Fuller (ADF) test, where the three equations of the DF test 
augmented by adding the lagged values of the variables. This test is conducted by 
‘augmenting’ the preceding three equations such as 4.10, 4.11 and 4.12 by adding the lagged 
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values of the independent variable ΔYt. Our study has used Augmented Dickey-Fuller (ADF) 
test (Dicky and Fuller, 1979) which is based on the following regression equation:  
∆Yt = α0 + α1t + β1Yt-1 + 

m
j 1
γJ∆Yt -J + µt   ……………. (4.13)      
Here, 
∆Yt = Yt -Yt-1,     Yt: Variable under consideration,  m: number of lags in the dependent 
variable 
µt: pure white noise error term,  γ and β are the parameters.  
 
The above stochastic process is said to be weak stationarity. A weak stationarity 
series will have a well determined mean which will not vary much with the change over 
time. The simplest example of a nonstationary series is the random walk hypothesis without 
drift, which can be defined as:                      
Yt = Yt-1 + ut      ……………….. (4.14) 
Here,  ut ~ (0, σ
2
)  
Yt : time series data set,  ut: White Noise error term,  
Mean=E(Yt) = 0,   Var ( Yt) = σ
2
 
    
The ADF test follows the same asymptotic distribution as the DF test, so the same 
critical values can be used to test whether γ = 0 or γ ≠ 0. In case of ADF test, the value of 
optimum lag such as, k is determined, based on the Akaike Information Criteria (AIC) and 
Schwarz Information Criteria (SIC). One of the important assumptions of the DF test is that 
error terms are uncorrelated, as well as identically and independently distributed. The ADF 
test has one advantage over the DF test as it corrects for higher order serial correlation in the 
error terms by adding lagged difference terms of the regressand. ADF test is more preferable 
due to its stable critical values and its power to different sampling experiments (Granger, 
1969). Differencing of a time series produces new data set called first-differenced values, 
second- differenced values and so on (Asari et al., 2011; and Banik & Khatun, 2012). A 
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stationary time series is integrated of order zero and denoted as I(0). If a time series becomes 
stationary after differencing it once, it is said to be integrated of order one I(1), if it has to be 
differenced twice to make it stationary , it is said to be integrated of order two I(2) (Gujarati, 
2011).  
 
 
4.3.1.2. Choice of Lag Length 
After verifying the stationary properties of the variables, it is essential to select the 
appropriate lag length of the time series data using different lag order selection criteria. 
Selection of optimum lag length is the pre-requisite condition for the Cointegration test, 
VECM test and Granger-causality test.  The study uses five lag order selection criterion such 
as Likelihood Ratio (LR), Final Prediction Error (FPE), Akaike Information Criterion (AIC), 
Schwarz Information Criterion (SC) and Hannan-Quinn Information Criterion (HQ) to select 
the optimum lag. The lowest value of each criterion is used to select the optimum lag. This 
study employs all the five lag order selection criteria in order to select the optimum lag for 
both the models fitted to examine its two major objectives such as first, to examine the long 
run impact of foreign aid on economic development of India, Pakistan and Sri Lanka and 
second, to evaluate the impact of aid volatility on economic growth of these aforesaid 
economies.   
 
 
4.4. Vector Auto Regression (VAR) Model  
Vector auto regression (VAR) model is employed to examine the dynamic relationship 
between economic development and selected major macro-economic variables. The prime 
characteristics of VAR model are: First, VAR resembles with the simultaneous equation 
modeling where all the variables are considered to be endogenous. All endogenous variables 
are explained by their lagged or past values and lagged values of the other endogenous 
variables included in the model. There is no exogenous variable that exist in the VAR 
model. Sims developed the VAR model with the aim to solve the identification problem. 
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Therefore, VAR model considers same number of regressors for each equation and assumes 
that there is no difference between the endogenous and exogenous variables (Sims, 1980).  
 
Before estimating the VAR model, we first consider a system of two variables. In 
case of  two variables, we can assume the time path of per-capita GDP {Pt} and 
macroeconomic variables {E} sequence and let the time path of macroeconomic variables 
{E} sequence be affected by current and past realizations of the per-capita GDP {Pt}. The 
simple bivariate system can be defined as: 
 
  Pttttt EPEbbP    1121111210                        ... (4.15) 
  Ettttt EPPbbE    1221212120                                  … (4.16) 
Here, 
a) {Pt}  represents  per-capita GDP and  {Et} indicates macroeconomic variables   
b) Both {Pt} and {Et} are stationary in nature,  
c) Pt and Et are two white-noise disturbance terms with standard deviations P and E 
respectively,  
d) Both white-noise disturbance terms such as {Pt} and {Et} are uncorrelated. 
 
The above two equations is based on the assumption that both Pt and Et has affect each 
other. Using the matrix algebra, the system of equations can be represented by the following 
matrix form: 
  ttt xBx  110                                                                  …(4.17) 
Where,  

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Here,  
-b12 shows the simultaneous effect of a unit change of Et on Pt  
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 12 shows the effect of a unit change in Et-1 on Pt.  
Pt and Et are two pure shocks in Pt and Et respectively.  
If b21 ≠ 0, then Pt has an indirect contemporaneous effect on Et and if b12 ≠ 0, then Et has an 
indirect contemporaneous effect on Pt. 
 
Equation 3.16 represents original form of VAR. By multiplying the equation 4.17 with B
-1
 
will gives the standard form of VAR model:  
 
  ttt exAAx  110                                                                     ... (4.18) 
Here, 
0
1
0 
BA ,   1
1
1 
BA ,    tt Be 
1   
The following steps are associated with computation of a VAR model 
a) Selection of optimum lag length by using the lag length criteria 
b) Selection of appropriate variables for the model based on the economic theory  
c) Testing the stationary properties of the variables 
 
The VAR model is estimated by using the OLS technique. Wherein, it is quite difficult 
to interpret the individual coefficients in the estimated VAR models. Impulse response 
function and variance decomposition are the two methods which help in the interpretation of 
the individual coefficients included in the VAR model. 
 
 
4.4. 1. Impulse Response Function (IRF) 
The impulse response function (IRF) shows the dynamic responses of all variables in the 
system to a shock or innovation in each variable. Before computing IRFs, it is necessary that 
the variables in the system are cointegrated in the same order and that the system is 
represented by a moving average process. IRF relies on two assumptions, they are, first; 
residuals are normally distributed, and, there is no serial correlation existing among the 
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variables. Impulse
6
 represents the shock whereas response indicates how these variables will 
react when there is a shock given by the other variable or the variable itself. The vector 
moving average (VMA) represents the variables in terms of their current and past values and 
their two shocks. Here shocks are given in terms of standard deviation. The moving average 
representation is very useful to examine the interaction between two variables. 
Diagrammatically representation of the impulse response functions is a practical way to 
visualize the behavior of the variables used in the system in response to the various shocks. 
The diagrammatical representation of the IRF is shown in the preceding chapter 5.  
 
 
4.4.2. Variance Decomposition Technique 
Variance decomposition helps to identify the causal relation among the variables used in the 
system. They explain the extent to which a variable is explained by the shocks in all the 
variables included in the system. The forecast error of the variance decomposition method 
explains the proportion of change in the economic development due to its own shock and 
shocks given to the other macroeconomic variables included in the system. The standard 
form of the VAR model can be written as follows (presented in equation 4.18): 
ttt exAAx  110
 
 
Assume, the values of both A0 and A1 are given and we want to forecast the value of xt+1 
based on the observed value of xt. The standard form of the VAR model for the next year 
can be written as: 
xt+1= A0 + A1xt + et+1  ………..(4.19) 
The conditional expectation of xt+1 can be denoted by the following equation: 
Etxt+1 = A0 + A1xt………..(4.20) 
Here, the forecast error is represented by xt+1 - Etxt+1 = et+1. If we generalize for n-step 
ahead, then the conditional expectation of xt+n can be denoted by the following equation: 
                                                          
6
Impulses are also known as shocks or residuals or innovations or error term.   
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Etxt+n = [1+A1+A1
2+ ………+A1
n-1
]A0 +A1
n
xt ………..(4.21) 
Here the forecast error is represented by the following equation: 
Et+n + A1et+n-1 + A1
2
 et+n-2 +………….+ A1
n-1
et+1………..(4.22) 
 
The forecast error of the variance decomposition indicates the proportion of change 
in the variable due to its own shock and shocks to the other variable. If the shocks in one 
variable explain none of the forecast error variances in the system, then the variable is 
considered as exogenous. In such situation, the variable changes independently without 
depending upon any shocks given to the system. On the other hand, if the shocks to one 
variable explain all of the forecast error variances present in the system, then that variable is 
considered as endogenous. 
 
 
4.5. Cointegration Technique 
Cointegration test is considered as the pre-requisite test used to avoid spurious regression 
situations (Granger, 1986). Two variables are said to be cointegrated if they have a long run 
equilibrium relationship between them. If the variables of a series become non-stationary or 
having unit root, then the cointegration technique is used to establish long run equilibrium 
relationship among the variables provided their linear combinations are found to be 
stationary. The two basic assumptions of the cointegration test are as follows:  
a) Variables are non-stationary in nature 
b) All the variables must be integrated of same order   
 
Economically, cointegration is defined as the long run equilibrium relationship 
among the set of non-stationarity variables. One of the basic characteristics of the 
cointegrated variables state that their time path is influenced due to their deviations from 
long run equilibrium relationship. Finally, if the system has to return to the equilibrium 
position, then the movement of some variables must respond to the magnitude of 
disequilibrium. Suppose two times series namely Y and X are integrated of different orders 
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and the error term in the regression of Y and X is not stationary then the regression equation 
is said to be balanced. If the two variables are integrated of same order then the regression 
equation becomes balanced (Gujarati, 2011). This study uses the multiple cointegration test 
namely, Johansen-Juselius multivariate cointegration technique to empirically examine the 
long-run equilibrium relationship among economic development and foreign aid along with 
the presence of macroeconomic variables.  
 
         The cointegration test helps to identify the possible existence of a long-run equilibrium 
relationship between two or more variables, which must be integrated of the same order. The 
equilibrium relationship of cointegrated variables suggests that their stochastic trends must 
be interlinked. That means all the variables move together in the long run. Since the trends 
of cointegrated variables are inter connected, the dynamic time paths of these cointegrated 
variables must have some relation with the current deviation from the equilibrium point. 
Thus, the idea of differencing all non-stationary variables used in a regression analysis was 
not useful in all the situations.  
 
There are two cointegration methods namely Engle and Granger (1987) two step 
method and the Johansen and Juselius (1990) multivariate cointegration test are used to 
examine the long run equilibrium relationship among the variables. Though the Engle-
Granger two step method of cointegration test is easy to implement, but it suffers from few 
drawbacks. In case of estimating the long run equilibrium relationship among the 
cointegrating variables, it is necessary to identify one dependent variable (placed on the left 
side of the model) and one or more than independent variables or regressors (placed on the 
right side of the model). The Engle-Granger two step cointegration tests are invariant to the 
choice of the variable selected for normalization. This method has no systematic procedure 
for the separate estimation of the multiple cointegrating vectors. 
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4.5.1. Johansen-Juselius Multivariate Technique 
Our study employs Johansen and Juselius (JJ) (Johansen and Juselius, 1990) cointegration 
technique for testing the long run relationship among the variables included in the fitted 
models. A significant econometric tool is required to trace out long run impact of 
independent variables on the dependent variables particularly in case of time series data set.  
The test helps to find out the presence of multiple cointegrating vectors in the series. It uses 
two tests to determine the existing number of cointegrating vectors: Trace test and 
Maximum Eigenvalue test. Trace statistics investigate the null hypothesis of r cointegrating 
relations against the alternative of n cointegrating relations, where n represents the total 
number of variables in the system where r= 0, 1, 2, 3, ……n-1. The test statistics is 
calculated by applying the following formula: 
LRtr (r/n) = -T * 

n
ri 1
log(1-λi) ………………….(4.23) 
 
Maximum Eigenvalue statistics tests the null hypothesis of r cointegrating relations against 
the alternative of r+1 cointegrating relations, where r= 0, 1, 2, 3 …n-1. The test statistics are 
calculated by applying the following formula: 
 
LRmax (r/n+1) = -T * log(1-λi) ………………….(4.24) 
 
In certain cases both the Trace test and Maximum Eigenvalue test show same number of 
cointegrating vectors. But in some cases the result of one test differs from the other test. In 
case of variation the result of the trace test is more preferred.  
 
Since all the variables are cointegrated in their first order such as, I(1) we can go for 
the Johansen Juselius multivariate cointegration test. The current study applies the 
cointegration test for finding the cointegration vector (denoted by r) presented in the time 
series data set of India, Pakistan and Sri Lanka. It uses two likelihood estimators namely, 
Trace test and Maximum Eigen Value test. Both the tests either rejects the null hypothesis 
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(H0≠0) which shows no cointegration among the variables or accept the null hypothesis 
(H0=0) which shows presence of cointegration vector. First we will start the testing by 
considering H0: r=0. If it rejects then we will go for the testing of H0: r=1. The process 
continues till the null hypothesis becomes accepted. Finally, it stops when the test statistics 
are not rejected. 
 
 
4.5.2. Engel-Granger Two-Step Procedure 
Engel-Granger approach is used to detect the existence of long run equilibrium relationship 
between two or more variables in a single equations system. The equilibrium relationship 
indicates all the variables move in the same direction in the long run. The Engel Granger 
procedure is based on the assumption that all the variables must be integrated of same order. 
To check the order of integration among the variables, unit root test such as ADF test is 
used. If a nonstationary series is differentiated ‘k’ times to become stationary, then it is said 
to be integrated of order ‘k’ and denoted as I (k). 
 
Engel and Granger’s (1987) two step approach considers a set of cointegrating 
variables in long run where β1x1t +β 2x2t+ ….. +βnxnt =0. If β and xt denote two vectors such 
as, (β1, β2… βn) and (x1t, x2t … xnt) respectively, then the system is called long run equilibrium 
where βxt =0. The deviation from long run equilibrium is called the equilibrium error 
denoted by et = βxt. Engel Granger’s two step procedure can be discussed as follows: 
 
At first, let’s assume there are two variables i.e. foreign aid represented by Ft and economic 
development represented by Et, which are integrated of order 1; then the Engel and Granger 
two step procedure to check for cointegration involves the following steps. 
 
Step 1: In order to estimate the long run equilibrium relationship between foreign aid (Ft) 
and economic development (Dt), it is necessary to estimate the following static model: 
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Ft = β0+ β1 Dt + et                                ……. (4.25) 
 
Estimating the above static model, by using the OLS test will provide a stable long 
run steady state relationship between the two variables. The estimated result arises because 
of the super consistency property of OLS estimators when the series are cointegrated in the 
same order. 
 
Step 2: In order to determine the existence of cointegration, it is essential to generate 
the residuals of the above static model (presented in equation 4.30). If these deviations are 
found to be stationary, then Ft and Dt series are cointegrated of order (1, 1). Let us consider 
the following regression equation for the analysis: 
 
Δet = α1et-1+εt      ………….. (4.26) 
 
Here et series represents the residuals from the OLS regression, and ‘α1’ represents 
the coefficient term that can be used to check the stationary properties of the residuals. If the 
estimated result reject the null hypothesis of non-stationarity (H0: a1= 0), then it shows that 
the residual series contains a unit root. By considering both Ft and Dt are integrated of order 
1 such as, I(1) and residuals series is stationary, it can conclude that the series are 
cointegrated of order (1, 1). If all the variables are cointegrated, then residuals can be used to 
estimate Error Correction Model (ECM). This ECM is propounded by Sargan (1984) and 
later popularized by Engel-Granger. When Ft and Dt are cointegrated of order (1, 1) the error 
correction model can be denoted as: 
ΔFt =  α1+ αfêt-1 + 

m
i 1
 11 (i) ΔFt-1 

m
i 1
 12(i) ΔDt-i+εft          ........................... (4.27). 
ΔDt =  α2+ αdêt-1 + 

m
i 1
 21 (i) ΔF-1 

m
i 1
 22(i) ΔDt-i+εdt             ....................... (4.28) 
Where, 
ΔFt = Change in foreign aid  inflows  
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ΔDt = change in economic development 
 
The ECM helps in the estimation of the above two equations. The speed of 
adjustment is denoted by the coefficients αf and αd.  Higher value of αd is associated with the 
higher values of ΔDt. If αd is zero, then the change in Dt does not respond to the deviation 
from the long run equilibrium present in the preceding time period such as, t-1. Both αf and 
αd calculate the extent to which the short run deviation from long run equilibrium is adjusted 
in the next period.  
 
 
4.5.3. Granger Causality Test 
The short run dynamic relationship between the economic development and foreign aid can 
be examined by using the Granger causality test [proposed by Granger (1969) and 
popularized by Sims (1972)]. Stationarity of the variables are the pre-requisite conditions of 
this method. The Granger-causality test helps to examine the forecasting relationship 
between two variables. In short, the test states that if  F & D are two time series variables 
and, if past values of the variable F significantly contribute to forecast the value of the other 
variable D, then F is said to be Granger causing D and vice versa. The test involves the 
following two regression equations:  
Ft =  γ0 + 

n
i 1
 i Dt-i + 

n
j 1
 j Ft-j + u1t                                             .........(4.29) 
Dt = γ1 + 

m
i 1
 i F-i + 

n
j 1
 j +Dt-j +u2t                                                                  .......... (4.30) 
Here, 
Ft and Dt represents foreign aid inflows and economic development respectively,  
u1t and u2t are two mutually uncorrelated white noise errors,  
t denotes the time period.  
 
Chapter 4                                                                     Methodology and Tools of Time Series Analysis 
101 
 
First equation 4.29 assumes that current value of F is related to past values of both F and D. 
Similarly, the second equation 4.30 assumes that D is related to past values of both D and F. 
There are three possible conclusions that can be drawn from the analysis i.e. unidirectional 
causality, bi-directional causality and no causality (independent of each other). 
 
1. Unidirectional causality from D to F exists if the estimated coefficients of the lagged 
D in equation (4.34) are statistically different from zero (i.e. 

n
i 1
 ≠0) and the 
estimated coefficients of the lagged D in (equation (4.35) is not statistically different 
from zero (i.e. 

n
j 1
 j=0). 
2.  Unidirectional causality from F to D exists if the estimated coefficients of the lagged 
D is not statistically different from zero (such as, 

n
i 1
 =0) and estimated coefficients 
of the lagged F is statistically different from zero (such as, 

n
j 1
 j≠0). 
3. Bilateral causality exists when the estimated coefficients of D and F are significantly 
different from zero in both regressions.  
4. Independence of variables exists when the estimated coefficients of D and F are not 
significantly different from zero in both regressions. 
 
 
4.6. Vector Error Correction Model (VECM) 
Vector Error Correction Model popularly known as VECM technique is often used to 
examine short-term dynamics relationship among the time series data set of an econometric 
model, which have more than one endogenous variable. The first criteria of employing the 
VECM technique is that all the variables must be non-stationary in their level but stationary 
in their first differences or cointegrated in the same order. Our model shows the achievement 
of long-term equilibrium and the rate of change in the short term to achieve equilibrium. In 
VECM the cointegration rank shows the number of cointegrating vectors. A significant and 
negative coefficient of the error correction term (ECM) indicates that any short run 
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fluctuations between the dependent variables and explanatory variables will give rise to a 
stable long run relationship between the variables. This indicates the presence of long run 
causality from the independent variables to dependent variables. In the long run, endogenous 
variables must converge to their co-integrated relations. When we put any variable into the 
VECM model then it automatically converts into their first differences. To test the short run 
causality, we can use the chi-square test of Wald statistics. In case of Wald test we check 
short run causal impact of the individual independent variable on the dependent variables. 
This helps to identify the existence of short run causality between the variables used in the 
VECM model. To test the stability of the dependent variables such as PcGDP (indicates 
economic development) and GDP (indicates economic growth), we have used both CUSUM 
test and CUSUM Sum of Squares test at 5 percent level of significance. 
 
4.7. Diagnostic Checking Criteria 
Our study facilitates in conducting the diagnostic check to know the goodness of the fitted 
model. Diagnostic checking criteria helps to examine the presence of serial correlation 
problem, problem of heteroskedasticity, presence of ARCH effect and whether the residuals 
are normally distributed or not (Gujarati, 2011). The acceptance or rejection of the null 
hypothesis is verified on the basis of the probability values. The model is considered to be a 
good model if it satisfies the following four criteria;  
a) Residuals of the model should be normally distributed 
b) The model does not have any ARCH effect 
c) There is no serial correlation exist in the model. 
d) The model is not suffering from the heteroskedastic problem.  
Table 4.1 
 Diagnostic Checking Criteria 
Criterion H0: Null Hypothesis H1: Alternative Hypothesis 
Normality Test Residuals are normally 
distributed 
Residuals are not 
normally distributed 
ARCH effect There is no ARCH 
effect 
Presence of ARCH effect in 
the model 
Heteroskedasticity test Heteroskedasticity Presence of 
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Problem is not exist Heteroskedasticity 
Breusch-Godfrey Serial 
Correlation LM test 
There is no serial 
correlation 
Presence of serial correlation 
in the model 
Source: Gujarati, 2011 
 
 
4.8. Ordinary Least Square (OLS) Technique             
To examine the impact of aid volatility on economic growth of India, Pakistan and Sri 
Lanka, Ordinary Least Squares (OLS) technique developed by mathematician Carl Friedrich 
Gauss (Gujarati, 2004) is used. Before going for the OLS technique first we have to test the 
stationary properties of the variable particularly in case of time series data by using the unit 
root test (discussed in the 4.3.1.1). The linear trend of the variables can be obtained through 
the linear regression equation of Y on X and is expressed as: 
                Y = a + bX. . . . . . . . . . . . . . . . . . . (4.31) 
Where, ‘Y’ is dependent variable 
             ‘X’ is independent variable 
 ‘a’ and ‘b” are two unknown constants. 
             So that a + bXi is the value of Y predicted by using the equation (4.31) 
corresponding to the value Xi of x and let Yi denote the corresponding value of Y. So (yi - 
Yi) is the error of prediction. Thereby the regression line for which these errors are a 
minimum will be the most desirable. The method of least squares determines ‘a’ and ‘b’ by 
minimizing ∑ (yi-Yi) 2, since the sum of squares of the errors will be small only if the 
individual errors are small. Thus, the least –square method minimizes; 
∑ (yi-Yi) 2 = ∑ (yi-a-bxi) 2 ………. (4.32) 
With respect to ‘a’ and ‘b’, we obtain the following two normal equations. The solutions of 
these two equations give the desired values of ‘a’ and ‘b’: 
   ∑ (yi-a-bxi) = 0             and            ∑ xi (yi-a-bxi) = 0.    ……………. (4.33)  
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Or, ∑ yi = na + b∑xi     and           ∑ ixi = a∑xi + b∑xi2  ………….….. (4.34)  
The roots of the two normal equations are: 
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 And a = xby   
Here, ‘b’ gives the increment in Y for a unit increase in x and is called the regression 
coefficient of y on x, while ‘a’ is the y-intercept of the line. 
 
 
4.8.1. Semi-Log Model 
The growth rate of the variables can be obtained by using the semi-log model. Let the 
exponential model be  
Y = α β X u . . .. .. .. ……………… (4.35) 
Here, ‘α’ and ‘β’ are parameters of the model. ‘X’ represents the independent 
variables. ‘u’ represents the stochastic term. Similarly, ‘Y’ here represents the variable under 
consideration and is a dependent variable. 
 Taking logarithms on both sides of the equation, we have the log-in model. 
Log Y = log α + Xlog β + log u 
Or, Log Y = A +BX+ U . . . . . . . . .. . . … (4.36) 
 
Here, A = log α, and B = log β and U = log u. 
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The equation (3.36) is called a semi-log model because few variables are in the logarithmic 
forms and rest is in natural values. For descriptive purposes the model is called the log-lin 
model, because the dependent variable is in the logarithmic form. The coefficient ‘b’ 
measures the constant proportional or relative change in ‘Y’ for a given absolute change in 
‘X’. If 100 multiply the relative change in ‘Y’, the result will give the percentage in ‘Y’ for 
an absolute change in ‘X’. 
 
 
4.8.2. Use of‘t’-Statistics 
To test the significance of the variable taken, “t-statistics” is applied. The “t-statistics” is 
defined as: 
t = 
S
x 
x n  
 Where, S = 
 
1
2


n
xx
 
The t-distribution has been derived mathematically under the assumption of a normally 
distributed population. 
 It has the following form,  
f(t) = C
  2/1
2
1








v
v
t
 
 Where, t = 
S
x 
x n  
C = a constant required to make the area under the curve equal to unity. 
V = n-1, the number of degrees of freedom.  
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In our study, all the calculation of regression analysis is done by the software named E-
views. The calculated values form the basis of acceptance or rejection of the null- 
hypothesis. If the calculated value exceeds the critical value of ‘t’ at the stated level of 
significance, the null- hypothesis is rejected. In all cases, we take; 
 
H:  b = 0, H:  b ≠ 0, 
 
When the null- hypothesis is rejected, we accept the alternative hypothesis that there 
has been a significant increase/decrease in the variable over time. In other words, the 
difference between sample mean(x) and population mean (μ) is due to the fluctuations of 
sampling. Null- hypothesis is accepted only when the calculated value of ‘t’ is less than the 
tabulated value .But when calculated value of ‘t’ is greater than the tabulated value, it is 
significant. In this case, the null-hypothesis is rejected; we accept the alternative hypothesis 
that there has been a significant increase/decrease in the variable over time. In case of semi-
log model, if the differences are significant, then it shows that the growth rate of the 
variables is significant.  
 
 
4.9. Coefficient of Variation Method 
Coefficient of Variation (CV) method, a relative measure of dispersion is based on the mean 
and standard deviation of a given series. As defined by Karl Pearson, “coefficient of 
variation is the percentage variation in mean, standard deviation being considered as the 
total variation in the mean” (Gupta, 1999). CV method is often used to measure volatility or 
fluctuations present in a series (Black, 2003). Coefficient of variation is calculated from the 
standard deviation () of a series divided by its mean value (µ) Aid volatility is determined 
by computing the coefficient of variation method (Levin & Dollar 2005; Vargas-Hill 2005; 
Clark et al. 2008). The CV method is widely used in past aid volatility studies due to its 
significance in determining the degree of variation in distribution of aid inflows in case of 
different means. CV gives a pure number which is independent of the measurement unit. 
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Therefore it is suitable for comparing the variability, homogeneity and uniformity of two or 
more distributions. Symbolically, it can be defined as: 
C.V. = (/ µ)  
 
A distribution with smaller CV is more preferable than a distribution having higher 
CV. A smaller CV indicates more homogenous, more consistent and more uniform than the 
other series having higher CV.  
 
 
4.10. Conclusion 
In this chapter, we have discussed elaborately about methodology and various tools of time 
series analysis used in the study. At first, the nature, sources and description of the variables 
used in the study has been discussed. Subsequent, prior insights on the various tools of time 
series analysis have been explained. This chapter gives a clear idea about the theoretical 
background of all the econometric tools along with their applicability. A systematic 
overview of the theoretical underpinnings supports us to examine the long run causal impact 
of foreign aid on economic development along with the presence of selected macroeconomic 
variables. The next chapter will deal with the empirical analysis of foreign aid on economic 
development of three major South Asian countries such as, India, Pakistan and Sri Lanka.
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Chapter 5 
 
Impact of Foreign Aid on Economic 
Development of India, Pakistan and Sri 
Lanka 
 
5.1. Introduction  
In the era of globalization witnessed by the economic integration, the success of the foreign 
aid program can be evaluated by its contribution towards higher economic development and 
sustainable development
7
. After World War II, significant amount of foreign aid has been 
provided by the developed economies to the developing world for welfare purposes. Some 
recent empirical studies by Mosley, 1987; Mishra & Newhouse, 2009; Hansen & Tarp 
(2010); Minou & Reddy, 2010; Clemens et al. 2012, Bruckner, 2013 and Juselius et al. 
2014, found significant and positive  impact of foreign aid on economic development of the 
recipient economies in the long run. Similarly, Arndt et al. (2015) found that foreign aid has 
significant and positive impact on economic growth which supports the neo-classical growth 
theory (Solow, 1956) in which capital is considered as an important determinant towards 
higher economic growth.  However, Frot & Perrotta (2012) found that foreign aid has 
positively contributed towards the growth process of the recipient economies. Mekasha & 
Tarp (2013) found that foreign aid has been considered as developmental instruments 
towards the growth process of the recipient economies. 
 
Global landscape on international financial flows has gone through a radical change after the 
introduction of economic reforms measured in the global financial market. Growth in the
                                                          
7 Sustainable development refers to that development in which we meet the needs of the present generation 
without compromising with the ability of the future generations to meet their own needs. 
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 domestic savings and rise in the private financial capital inflows, leads to the fall in the 
dependency on foreign aid such as Official Development Assistance (ODA). The growth of 
domestic savings and investments has contributed more towards the growth process relative 
to the private flows. The growth in the export earnings due to rise in commodity prices 
enables the economy to reduce their dependency on foreign capital (Addison and Tarp, 
2015). Studies carried out by Mosley et al. 1987; Doucougliagos & Paldam; 2008 and 
Easterly et al. 2004 have found that foreign aid program became ineffective in achieving its 
targeted goals. The prior literature has suggested that, there are many factors contributing to 
the failure of this foreign aid program. These factors include ‘Dutch diseases’ in the form of 
currency appreciation, unproductive expenditure of the foreign aid such as consumption, 
repayment of past loans and interest rate, lack of transparency in the aid providing system 
(Boone, 1996; Knack, 2001; Brautigam & Knack, 2004; Remmer, 2004; Rajan & 
Subramanian, 2005). Adding to these studies, perverse incentives relating to the planning 
and implementing aid projects may be one of the causes of aid ineffectiveness (Dollar & 
Svensson, 2000; Easterly 2002; Gibson et al. 2005).  
 
Presently, one of the most controversial issues in development economics is whether 
foreign aid accelerates the development process of the aid recipient countries or not? Does 
aid promotes growth and reducing poverty in the developing countries? The failure of the 
foreign aid program in accomplishment of the Millennium Development Goal (MDG) puts a 
question mark in its effectiveness (Addison et al. 2005). These are truly important questions 
in view of the emerging new landscape in foreign aid program as well as recent 
developments related to the global financial crisis, which are expected to have far reaching 
implications for both donors and recipients engaged in this area. As developmental aid 
remain crucial for many developing countries, a huge effort is needed from both donors and 
aid recipients to overcome the inefficiencies and make aid work better for the poor people. 
With the course of time the issue has become a worldwide phenomenon. Both foreign aid 
donors and recipient governments have recognized the need to establish a possible link 
between foreign aid and economic development. Studies on such link have often ended with 
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conflicting conclusions. Moreover, it has been observed that the relationship between 
foreign aid and economic development becomes conditional and also depends upon other 
factors such as good policy environment, transparency in aid flows and absorptive capacity 
of the recipient countries etc. (Collier & Dollar, 2002; Collier & Hoeffler, 2004; Dalgaard et 
al. 2004). Studies by Hadjimichael et al. (1995); Durbarry et al. (1998); Rajan and 
Subramanian, (2008) found that the relationship between aid and development becomes 
nonlinear. Clemens et al. (2012) found that inadequate absorptive capacity of the aid 
recipient economies leads to the nonlinear relationship between aid and economic 
development.  
 
Based on the prior studies, it was found that economic development is a 
multidimensional process which is affected by many macro-economic indicators such as 
saving, investment, foreign capital, population growth rate, financial sector development, 
trade liberalization and private sector investment. From the above discussion, this chapter 
aims to empirically investigate the long run causal relationship between economic 
development and foreign aid in three major South Asian countries such as, India, Pakistan 
and Sri Lanka along with the presence of selected macro-economic variables. We divide our 
arrangements into three sections: Section I, aims to empirically examine long run causal 
impact of foreign aid on economic development in India by considering few macro-
economic variables. Section II tries to examine the long run causal impact of foreign aid on 
economic development in Pakistan in the presence of selected macroeconomic variables. 
Section III investigates the long run causal relationship between foreign aid and economic 
development in Sri Lanka by considering the uniform macro-economic variables in the long 
run as considered in India and Pakistan. For better comparison, this study has considered 
identical time period, variables along with uniform unit of measurement for all the three 
countries.  
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Section-I 
 
5.2. Impact of Foreign Aid on Economic Development in 
India 
This section aims to examine the long run causal impact of foreign aid on economic 
development of India. We have considered 44 years of annual time series data during 1970-
71 to 2013-14. We have collected data from World Development Indicators (WDI) 
published by World Bank in 2015. We have considered the selected macro-economic 
variables for our empirical analysis based on the model developed by Lof et al. 2015 “Aid 
and Income: Another Time Series Perspective”. They have found out the impact of foreign 
capital, domestic capital and growth rate of population on real per-capita income of the aid 
recipient countries. Our study has extended the model by adding trade liberalization as one 
of the variable in our model. There are lots of evidence present in the prior studies that trade 
openness helps in the development process of the economy by accelerating the growth 
process and reducing the poverty level (Krugman, 1991; McCulloch et al. 2001; Manni & 
Afzal, 2012). Studies done by Wacziarg, 1998; Dollar, 1992; Frankel and Romer, 1999; 
Dollar and Kaaray, 2001; Bhagwati and Srinivasan, 2001 have observed that liberalization 
process are positively associated with the higher growth process of an economy. However, 
some of the researchers have criticized the methods that are used to measure growth benefits 
of the trade liberalization process (Rodrik, 1996; Rodriguez and Rodrik, 2001). We have 
considered the following variables such as Per-capita Gross Domestic Product (PcGDP as 
the indicator of economic development), Official Development Assistance (ODA, as the 
indicator of foreign aid), Gross Capital Formation (GCF as the indicator of domestic 
investment), Trade Liberalization (TrO, as the indicator of trade openness), Domestic Credit 
provided by the financial sector  (FSD as the indicator of financial sector development), 
Domestic Private Investment (DPI as the indicator of domestic investment made by the 
private sector), and Population growth rate (Popu). Trade Openness is calculated by the 
summation of export and import divided by the gross domestic product such as 
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[(X+M)/GDP] of that particular year. Here, all the variables are considered in terms of their 
real values (constant prices US $). Due to high variation in the original values, all the 
variables are taken in their logarithmic forms (except population growth rate). Hence, 
PcGDP is considered as the dependent variable, whereas all other variables such as GCF, 
DPI, FSD, ODA, TrO and Popu are used as the independent variables for our empirical 
analysis.  
 
 
5.3. Empirical Results and Discussion for India  
We discuss the empirical analysis for India under two-stages. In first stage, cointegration test 
has been used to identify the existence of cointegrating relationship among the variables. 
This test is important which will help us to use in the second stage estimation i.e. Vector 
Error Correction Mechanism (VECM) and Vector Auto regression (VAR). As we know, 
VAR model (in the first differences) will give mis-specified results if two non-stationary 
variables are cointegrated. If the orders of cointegration among the variables are identical, 
then the VECM model should be used in the second stage (Mahalik & Mallick, 2011).  Our 
study is based on the time series data of 44 years, it is important to find out the stationary 
properties of the all the variables included for the analysis. Unit root test is the common test 
that has been used to test the stationary property of the time series data (Granger, 1981). If 
the unit root test result shows that the time series data are non-stationary in nature then the 
first step is to convert all the data set into their stationary forms by considering the first 
difference method (Gujarati, 2011 & Asari et al., 2011). Henceforth, we employ Johansen-
Juselius multivariate cointegration test (Johansen and Juselius, 1990), Vector Error 
Correction Mechanism (VECM) test and Granger-causality test to examine the long run 
causal relationship between economic development and foreign aid along with the presence 
of some selected macroeconomic variables. Further, it is important to employ impulse 
response function (IRF) and variance decomposition (VD) technique to examine the short-
term dynamics relationship among the variables in case of India.  
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5.3.1. Summary of Descriptive Statistics 
 
This section of this study examines the dynamic relationship between foreign aid and 
economic development with presence of some selected macroeconomic variables. The 
statistical properties of the variables are checked before applying any time series technique 
to establish both long run and short run causal relationship. Table 5.1 presents the summary 
statistics of the variables such as lnPcGDP, lnGCF, lnODA, lnTrO, lnFSD, lnDPI and Popu 
for the period from 1970-71 to 2013-14. The mean values of the lnGCF and lnFSD are 
similar to some extent. The variability present among the variables are indicated by standard 
deviation. From the descriptive statistics result, it is evident that the variability among the 
variables are also similar to some extent. The maximum and the minimum values show the 
range in between which the values of the variables are lying. This result shows that 
maximum value is 7.05 whereas the minimum value is -2.4. Skewness helps us to determine 
the nature and extent of the concentration of the observations towards the highest or the 
lowest values of the variables. Here the skewness values of all the variables such as, 
lnPcGDP, lnDPI, lnTrO and lnGCF (except lnFSD, lnODA and Popu) are positively skewed 
which indicates that the frequency curve of all the distributions are not symmetric bell 
shaped curve rather they are stretched more to the right side or have a longer tail towards the 
right side (negatively skewed means longer tail towards the left side). Kurtosis curtails with 
the flatness or peakedness of the frequency curve. The kurtosis values of all the variables are 
smaller than 3, which show that all the variables are platykurtic (less peaked than normal 
curve) in nature.  
 
Table 5.1  
Descriptive Statistics Results for India 
  lnPcGDP lnGCF lnFSD lnDPI lnODA Popu lnTrO 
 Mean 6.120561 3.182972 3.814556 2.575605 -0.75273 0.652286 -1.6339 
 Median 6.008955 3.156682 3.86486 2.518799 -0.52389 0.702158 -1.9164 
 Maximum 7.059913 3.66192 4.345762 3.265964 0.512303 0.846211 -0.5955 
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Minimum 5.575442 2.72902 3.111581 1.997707 -2.39651 0.224096 -2.4058 
 Std. Dev. 0.456714 0.25441 0.32182 0.41358 0.82060 0.19122 0.57547 
 Skewness 0.575933 0.33081 -0.41857 0.22199 -0.46632 -0.75333 0.52551 
 Kurtosis 2.106871 2.30195 2.52534 1.58705 2.07911 2.32823 1.89461 
 Jarque-Bera 3.894873 1.69586 1.69787 4.02146 3.14940 4.98902 4.26529 
 Probability 0.142639 0.42829 0.42786 0.13389 0.20706 0.08253 0.11852 
Source: Authors’ calculation by using E-Views software 
 
 
5.3.2. Stationarity Test Results  
We have used Augmented Dickey-Fuller (ADF) test (at both level and in first differences) to 
check the stationary properties of the time series variables (Gujarati, 2011). The result of the 
unit root test such as ADF test has presented in the following table 5.2.  
Table 5.2 
ADF Unit Root Test Results for India 
 
 
 
 
 
 
 
 
 
 
 
 
 
Notes: * and ** indicate significant at 1% and 5% level respectively 
Source: Author’s Calculation by using E-views Software 
 
The above table 5.2 has presented the unit root test result of ADF test at both level 
and first differences. The ADF test results have shown that all the variables such as 
Variables ADF ADF 
 Level 1
st
 Differences 
 Without 
Trend 
With 
Trend 
Without 
Trend 
With Trend 
lnPcGDP 3.06 -1.41 -5.39* -7.66* 
lnGCF -1.05 -2.41 -9.23* -9.13* 
lnDPI -0.66 -3.09 -8.67* -7.96* 
lnTrO 0.2 -1.68 -6.25* -6.29* 
lnFSD -1.74 -2.38 -3.54** -3.5* 
lnODA -0.06 -3.32 -8.32* -8.28* 
Popu 0.51 -3.05 -3.34** -3.47* 
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lnPcGDP, lnGCF, lnODA, TrO, lnFSD, lnDPI and Popu are non-stationary in their level 
means there is presence of unit root. When the variables are converted into the first 
differences, we found all the variables are stationary and integrated of one I(1). This means 
the null hypothesis (H0: no unit root present) for all the variables are rejected in their first 
differences at ADF test. The unit root test results suggest that all the variables are stationary 
in ADF test such as, first difference. In short, all the variables have unit root in their level 
but became stationary in their first differences. 
 
 
5.3.3. Choice of Lag Length  
Further, we have employed optimum lag selection criteria to choose the appropriate lag as it 
is essential for using any advanced econometric techniques such as Cointegration test, 
VECM test and Granger-Causality test.  While determining lag length, econometricians have 
either fixed the lag length arbitrarily or chosen it through some statistical procedure. For this 
study, we use five lag order selection criterion such as Likelihood Ratio (LR), Final 
Prediction Error (FPE), Akaike Information Criterion (AIC), Schwarz Information Criterion 
(SC) and Hannan-Quinn Information Criterion (HQ) to select the optimum lag. The lowest 
value of each criterion is used to select the optimum lag. The following table 5.3 shows the 
selection procedure of the optimum lags by using the five criterion such as LR, FPE, AIL, 
SC, HQ. 
Table 5.3 
Optimum Lag Order Selection Criterion for India 
Lag LogL LR FPE AIC SC HQ 
0 242.05 NA 4.21 -10.93 -10.64 -10.82 
1 544.47 492.32* 3.3* -22.71* -20.42* -21.84* 
 * indicates lag order selected by the criterion 
 LR: sequential modified LR test statistic (each test at 5% level) 
 FPE: Final prediction error 
 AIC: Akaike information criterion 
 SC: Schwarz information criterion 
 HQ: Hannan-Quinn information criterion 
Source: Author’s Calculation by using E-views Software 
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The optimum lags selection criteria has been presented in table 5.3 and shows that all the 
five criteria unanimously select lag order 1. Thus, we hypothesize one (1) as the optimum 
lag length. A lag of one year seems appropriate to analyze the relationship between 
economic development and the macro-economic variables in case of India.  
 
 
5.3.4. Cointegration Test Results 
Since all the variables are cointegrated in their first order such as I(1), we can go further to 
use Johansen multivariate cointegration test. We have applied the cointegration test to find 
out the cointegration vector (denoted by r) among the time series variables for India. This 
test uses two likelihood estimators such as, Trace test and Maximum Eigen Value test. Both 
the tests are either rejects the null hypothesis (H0≠0) which shows no cointegration among 
the variables or accept the null hypothesis (H0=0) which shows presence of cointegration 
vector. First, we start the testing by considering H0: r=0. If it is rejected then we will go for 
the testing of H0: r=1. This process will continue till the null hypothesis becomes accepted. 
The process is stopped when a test statistics is not rejected. The results of cointegration test 
of India are reported in the following table 5.4. 
 
Table 5.4  
Results of Johansen and Juselius Co-integration Test for India 
Trace test 
Hypothesized 
No. of CE(s) 
  
Eigenvalue 
Trace 
Statistic 
0.05 
Critical Value 
  
Prob.** 
None * 0.7580 166.59 125.6154 0.0000 
At most 1 * 0.5663 107.003 95.7536 0.0067 
At most 2* 0.5259 71.907 69.8188 0.0337 
At most 3 0.3861 40.558 47.8561 0.2031 
Maximal Eigenvalue test 
None * 0.7580 59.5959 46.2314 0.0000 
At most 1 0.5663 35.0960 40.0775 0.1638 
At most 2 0.5259 31.3483 33.8768 0.0973 
  Trace  test indicates 3 cointegrating eqn(s) at the 0.05 level 
Max-eigenvalue test indicates 1 cointegrating eqn(s) at the 0.05 level 
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Source: Author’s Calculation by using E-views Software 
 
Johansen and Juselius Co-integration test for India presented in table 5.4 and shows 
that, both the Trace test and Maximum Eigen Value test accept the presence of cointegrating 
vector among the variables. In Trace test, H0: r=0, H0: r=1 and H0: r=2 has been accepted at 
5 percent level of significance whereas in Max-Eigenvalue test, H0: r=0, has been accepted 
at 5 percent level of significance. Both the tests do not reject the null hypothesis that these 
variables are not cointegrated. The test results show that the final number of cointegrating 
vectors with one lags is equal to 4 which is more than zero and less than the number of 
variables. This indicates the presence of a long run relationship among the time series 
variables such as lnPcGDP, lnGCF, lnODA, TrO, lnFSD, lnDPI and Popu. However, all the 
variables move together in the long run. The long run relationship between economic 
development and other five major development determinant of India are presented below: 
 
Long run Cointegrating Equation:  
lnPcGDPit = 1lnGCFit  + 2lnDPIit + 3 lnFSDit  + 4lnTrOit   + 5lnODAit    
+ 6Popuit   + uit …………… (5.1) 
 
After putting both coefficient values and t-statistics values in the above long run 
equation, we found the following equation (t-statistics values are given in parenthesis):   
lnPcGDPit = 0.061lnGCFit  - 0.035lnDPIit – 0.028 lnFSDit  + 0.011TrOit   - 0.007lnODAit    
-0.085Popuit + uit ……………….. (5.2) 
 (2.46*)    (-3.96*)    (-3.27*)  (2.53*)  (-1.17)    (-5.84*) 
 
The long run coefficients of the cointegrating equations have been presented in equation 5.2 
and shows that the real domestic investment such as, lnGCF, and trade liberalization process 
such as, lnTrO have shown significant positive impact on the dependent variable such as, 
lnPcGDP, while financial sector development (lnFSD), population growth rate (Popu), and 
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values 
Chapter 5             Impact of Foreign Aid on Economic Development of India, Pakistan and Sri Lanka 
 
118 
 
domestic investment made by the private investors (lnDPI) have shown significant but 
negative impact on economic development in India. The estimated coefficient of foreign aid 
inflows (lnODA) is the only explanatory variable which shown insignificant impact on 
economic development in India during the study period. The results may cause due to two 
important reasons: firstly the unproductive utilization of foreign aid inflows in India such as 
repayment of past loans and interest rates; and secondly, the decline in the share of foreign 
aid inflows into India measured as a percentage of GDP (WDI, 2015). The estimated results 
suggest that, 1 percent increase in the share of domestic investment lead to 6.1 percent rise 
in the per-capita GDP in India. Similarly, 1 percent increase in trade openness will lead 1.1 
percent rise in the per-capita GDP in India. The results show that both domestic investment 
and trade openness have significant and positive contribution towards the economic 
development process in India over the long run. Besides this, all the three independent 
variables such as lnFSD, Popu and lnDPI have shown significant but negative impact on 
economic development of India in the long run. Among all the three variables, population 
growth rate have shown highest significant and negative impact on economic development 
in India which is followed by domestic private investment and financial sector investment. 
The estimated coefficient of Popu has shown that 1 percent rise in annual growth rate of 
population leads to 8.5 percent fall in per-capita GDP in India. The estimated coefficients 
have shown that, 1 percent rise in the share of lnDPI and lnFSD adversely affect the 
development process such as, per-capita GDP in India via fall in 3.5 percent, and 2.8 percent 
respectively. From the long run estimated equations, we have concluded that domestic 
investment has significant and positive effect on economic development which is followed 
by the trade liberalization process. Annual growth rate of population along with investment 
made by the private sector and development in financial sector adversely affect the 
development process in India. In case of foreign aid inflows the results becomes 
insignificant. From the policy implication point of view, the government of India should 
focus on the productive utilization of domestic investment and foreign aid inflows along 
with appropriate population control measures should be adopted to control its future growth. 
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5.3.5. Vector Error Correction Model (VECM) 
Vector-Error Correction Model (VECM) technique often used to examine the short-term 
dynamics relationship among the time series data set of an econometric model, have more 
than one endogenous variable. The first criteria of employing the VECM technique is that all 
the variables must be non-stationary in their level but stationary in their first differences or 
cointegrated in the order one I(1). The model shows the achievement of long-term 
equilibrium and the rate of change in the short term to achieve equilibrium. In VECM, the 
cointegration rank shows the number of cointegrating vectors. A significant and negative 
coefficient of the error correction term (ECM) indicates that any short run fluctuations 
between the dependent variables and explanatory variables have given rise to a stable long 
run equilibrium relationship between the variables. In the long run, endogenous variables 
must congregate to their co-integrated relations.  
 
Short Run Estimates of Vector-Error Correction Model (VECM) 
The prefix ‘D’ in the short run equation confines that delta means changes in the value of the 
corresponding variables used in the model. The coefficients of the error correction term in 
the VECM model became significant and have the negative sign, which indicates that there 
is a partial adjustment of the per capita GDP in the short run due to its deviations from its 
long run equilibrium path. The adjustment is around 12 percent per year implies that any 
disequilibrium in the per capita GDP in India from its long run equilibrium takes nearly 
eight years to correct the disequilibrium. Looking at the short run parameters, it states that 
domestic investment, trade liberalization, population growth rate and foreign aid have 
significant influence on per capita GDP in India. Other variables such as lnFSD and lnDPI 
have shown insignificant impact in the short run. We also observed that about 53 percent (R
2
 
= 0.53) of per capita GDP variation in India is explained by its controlled variables. The 
remained 47 percent of the variation in the per capita GDP is explained by the other 
qualitative factors, which is implicitly incorporated in the residual of the system equations.  
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D(lnPcGDP)t = -0.07 - 0.608D(lnPcGDP) t-1 + 0.002 D(lnGCF)t-1 - 0.028 D(lnFSD) t-1 
  (-2.6*)  (-4.41*)                    (2.15*)   (-1.48) 
 
-0.03D(lnDPI)t-1 - 0.02D(lnODA)t-1 - 1.08D(Popu)t-1 + 0.035D(lnTrO) t-1-0.12 ECMt-1……..(5.3) 
  (-0.55)  (-2.17*) (-2.12*)                   (2.17*)      (-3.01*) 
  
R
2
 = 0.53,  Adjusted R
2
 = 0.41, 
 
 
5.3.6. Granger Causality Test  
We have used, Granger causality test to find out the dynamic causal relationship between 
economic development and its determinants used in the model. If there is existence of some 
causality among the variables in the bivariate model, then it is noteworthy to test their 
causal relationship in the multivariate model (Mahalik & Mallick, 2011). The following 
table 5.5 presented the result of the Granger-causality test.  
 
Table 5.5 
Pair wise Granger Causality Test Results of India 
Null Hypothesis: F-Statistic Probability 
Direction of 
Causality 
lnPcGDP does not Granger Cause lnODA 19.327 0.000079 Unidirectional 
lnPcGDP does not Granger Cause lnGCF 8.03414 0.00716  
Bidirectional lnGCF does not Granger Cause  lnPcGDP 4.41634 0.04194 
Popu does not Granger Cause lnPcGDP 17.8909 0.00038 Unidirectional 
ln TrO does not Granger Cause lnPcGDP 7.4336 0.00946  
Bidirectional ln PcGDP does not Granger Cause  lnTrO 3.57618 0.06587 
ln GCF does not Granger Cause  lnODA 4.36789 0.04303  
Bidirectional ln ODA does not Granger Cause  lnGCF 8.90852 0.00482 
ln FSD does not Granger Cause  lnODA 5.97543 0.01901 Unidirectional 
ln DPI does not Granger Cause  lnODA 11.0845 0.00188 Unidirectional 
Popu does not Granger Cause  lnODA 14.9645 0.00039 Unidirectional 
ln TrO does not Granger Cause  lnODA 22.8259 0.000024 Unidirectional 
ln FSD does not Granger Cause  lnGCF 3.75109 0.05986  
Bidirectional ln GCF does not Granger Cause  lnFSD 10.2872 0.00264 
Popu does not Granger Cause  lnGCF 4.76303 0.03501  
Bidirectional ln GCF does not Granger Cause  Popu 23.6299 0.000018 
lnTrO does not Granger Cause  lnGCF 9.33141 0.004 Unidirectional 
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lnDPI does not Granger Cause  lnFSD 3.2795 0.07767 Unidirectional 
lnFSD does not Granger Cause  Popu 14.5632 0.00055 Unidirectional 
lnTrO does not Granger Cause  lnFSD 4.67438 0.03665 Unidirectional 
lnDPI does not Granger Cause  Popu 13.1967 0.00079 Unidirectional 
lnDPI does not Granger Cause  lnTrO 6.3782 0.01562 Unidirectional 
lnTrO does not Granger Cause  Popu 5.17823 0.0283 Unidirectional 
Source: Authors’ calculation by using E-Views software 
 
The F-statistics is presented in the above table 5.5 which suggests that the domestic 
investment, population growth rate and trade liberalization granger causes per capita GDP in 
India whereas other variables such as financial sector development and domestic private 
investment do not granger causes per capita income during the study period. On the other 
hand, per capita GDP granger causes domestic investment, trade openness/liberalization and 
foreign aid inflows to India. There is a bidirectional causality exists between domestic 
investment and foreign aid inflows, per-capita GDP and domestic investment, per-capita 
GDP and trade liberalization, financial sector development and domestic investment and 
domestic investment and population growth rate in India. There is unidirectional causality 
exist between financial sector development with foreign aid and population growth rate. 
There is also unidirectional causality persist from domestic private investment to foreign aid 
inflows, population growth rate and trade liberalization process in India. Unidirectional 
causality exists in between population growth rate and foreign aid inflows, population 
growth rate and domestic investment in India. The F -statistics show that population growth 
rate, domestic private investment, financial sector development and trade liberalization have 
also granger causes foreign aid inflows to India. The granger causality test results shows that 
all the variables included in the model have some influences on each other. Some of them 
are affect each other and in some cases unidirectional causality flows between them. 
 
 
5.3.7. Diagnostic Checking Criteria 
Our study focuses on the time series data of 44 years. To check the goodness of the fitted 
model, we have conducted diagnostic tests such as normality test, ARCH effect, 
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heteroskedasticity test and Breusch-Godfrey serial correlation LM test. Acceptance or 
rejections of the diagnostic criterion are decided on the basis of the probability value. The 
results of the diagnostic checking criteria are presented in the following table 5.6. The test 
results shows that our model has good fit as it satisfies all the criteria of a good model like, 
there is no ARCH effect, residuals are normally distributed, serial correlation does not exist 
and residuals are homoscedastic in nature.  
Table 5.6 
Diagnostic Checking Criteria of India 
Criteria Prob. Value Ho: Null Hypothesis Interpretation  
Normality Test 0.58 Accept Residuals are normally 
distributed 
ARCH Effect 0.65 Accept No ARCH Effect 
Heteroskedasticity test 0.12 Accept Heteroskedasticity 
Problem is not exist 
Breusch-Godfrey Serial 
Correlation LM test 
0.74 Accept  No Serial Correlation  
   Source: Authors’ calculation by using E-Views software 
 
 
5.3.8. Stability Test   
The Cumulative Sum of Squares (CUSUM) test is based on the cumulative sum of the 
recursive residuals (Brown et al. 1975). CUSUM test has been used to test the stability of 
the dependent variable. This test graphically plots the cumulative sum together with 5 
percent critical lines. The variable becomes stable if the cumulative sum lies within the area 
between the two critical lines. The result of both CUSUM test and CUSUM sum of squares 
have been presented in the following figure 5.1 (A) and (B), which shows that the dependent 
variable such as Per capita GDP is stable over the study period as it lies with the two critical 
lines.  
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Figure 5.1: Stability Test of the Dependent Variable such as lnPcGDP in India (A) & (B) 
Source: Authors’ calculation by using E-Views software 
 
 
5.3.9. Variance Decomposition  
To provide further insight among the relationship of economic development and its 
determinants, both variance decomposition and impulse response function are used. These 
two approaches helped us to identify the dynamic properties of the model and enable to us to 
calculate the relative importance of the variables beyond the sample period. It measures the 
percentage of variation in per capita GDP induced by the shocks given by its determinants 
used in the model. The following table 5.7 presents the variance decomposition results of the 
dependent variable lnPcGDP for a period of 10 year time horizons: 
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Table 5.7 
Variance Decomposition of India 
Variance Decomposition of lnPcGDP 
Period S.E. lnPcGDP lnGCF lnDPI lnFSD lnTrO lnODA Popu 
1 0.024296 100 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 
2 0.0306 86.63965 1.403373 3.013905 1.54445 6.751222 0.323823 0.323575 
3 0.037161 71.04054 5.548392 7.840529 2.779338 12.01532 0.222006 0.553871 
4 0.043934 59.30348 8.845823 12.07933 3.560697 15.33465 0.271497 0.60453 
5 0.050728 50.88784 10.87786 15.4416 4.093679 17.71487 0.416871 0.567288 
6 0.057566 44.61782 12.17191 18.14536 4.457855 19.55002 0.557999 0.499034 
7 0.064489 39.75607 13.05697 20.38327 4.692639 21.00739 0.67815 0.42551 
8 0.071514 35.86587 13.6863 22.28521 4.830153 22.1935 0.781263 0.357699 
9 0.078642 32.67567 14.13929 23.93836 4.896444 23.1793 0.871325 0.299605 
10 0.085869 30.00958 14.46465 25.4022 4.911235 24.00964 0.950761 0.251931 
Source: Author’s Calculation by using E-views Software 
 
The variance decomposition results are presented in the above table 5.7 which shows 
that disturbances originating from per capita GDP itself caused the greatest varibility to its 
future value. This has contributed 86 percent variability in the second year and 
approximately 39 percent in the 7
th
 year. The proportion of variance is high to the extent of 
30 percent even up to the 10
th
 year. This estimated result indicates that the current change in 
per-capita GDP is heavily influenced on its own future value. The rest 70 percent variability 
are explained by the other determinats of the per capita GDP. These determinants capture 
the major portion of the variability present in the per capita GDP in India. The second 
largest source of per-capita GDP variability appear to be from the domestic private 
investment, which accounts nearly 25 percent of variability (10
th
 year) in the per capita 
GDP. The third and fourth largest sources of per capita GDP variability seems to be from the 
trade openness and domestic investment such as, 24 percent and 14 percent respectively. 
The rest of the variables present in the future value of the per capita GDP seems to be 
influenced by the other three determinants such as financial sector development (nearly 5 
percent), foreign aid (nearly 1 percent) and population growth rate (0.24 percent) 
respectively. The variance decomposition test results suggest that domestic financial 
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determinants such as lnDPI, lnTrO and lnGCF have shown higher significant impact in the 
long run than the short run.  
 
 
5.3.10. Impulse Response Function (IRF) of India 
The variance decomposition methods help us to estimates the proportion of per capita GDP 
varaince affected by its determiants in the long run. This method is unable to identify 
whether the impact is postive or negative or whether the impact is for a long run persistence 
or short term flactuations. In this context, the impulse response function helped us to detect 
the dynamic behaviour of the variables. This method helps to predict the responses of the 
per capita GDP to various shocks given by its determinants. In simple words, it explains 
how a variable react in a system when one standard deviation shock is given to other 
variables of that system.  
 
The following figure 5.2 in serial from (1) to (6) presents the estimated impulse 
response function for 10 years time horaizons. The figure 5.2 (1) has shown that one 
standard deviation shock originating in foreign aid inflows results positive response in the 
per capita GDP upto the seond year. After 2 years onwards the response becomes negative 
on per capita GDP. This suggests that foreign aid inflows discourges the per capita income 
in India in the long run. If the government feel the need of foreign aid, then prior plans and 
programs should be formulated relating to its utilization pattern.  Figure 5.2. (2) shows that 
one standard deviation shock originating in the financial sector results a very small 
percentage rise in the per capita GDP in the long run. Figure 5.2.(3) shows that one standard 
deviation shock originating in the domestic investment results  0.01 percentage rise in the 
per capita GDP in the long run. Figure 5.2.(4) shows that one standard deviation shock 
originating in the domestic private investment results a approximately 0.02 percentage rise 
in the per capita GDP in the long run. Figure 5.2.(5) shows that one standard deviation shock 
originating in the population growth rate results a very small percentage fall in the per capita 
GDP upto the 6
th
 period and after that the changes becomes very small up to the 10
th
 years.  
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Figure 5.2.(6) shows that one standard deviation shock originating in the trade liberalization 
results an approximately 0.01 percentage rise in the per capita GDP in the long run. The 
impulse response function results suggest that domestic investment, trade liberalization and 
financial sector development have long run positive impact on the per capita GDP in India.  
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Figure 5.2: Impluse Response Function of India 
Source: Author’s Calculation by using E-views Software 
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Section-II 
 
5.4. Impact of Foreign Aid on Economic Development in 
Pakistan 
This section empirically examines the long run causal impact of foreign aid on economic 
development of Pakistan. We have considered annual time series data of 44 years from 
1970-71 to 2013-14. Due emphasis on few selected macro-economic variables are also 
considered for our empirical analysis. These variables are: Per-capita Gross Domestic 
Product (PcGDP as the indicator of economic development), Official Development 
Assistance (ODA, as the indicator of foreign aid), Gross Capital Formation (GCF as the 
indicator of domestic investment), Trade Liberalization (TrO, as the indicator of trade 
openness), Domestic Credit provided by the financial sector  (FSD as the indicator of 
financial sector development), Domestic Private Investment (DPI as the indicator of 
domestic investment made by the private sector), and Population growth rate (Popu). All the 
variables are considered in terms of the real values (constant prices US $). Due to high 
variation in the original values, all the variables are considered in their logarithmic forms 
except population growth rate. Hereafter, PcGDP is considered as the dependent variable 
whereas all other variables are used as the independent variables for the empirical analysis. 
All the secondary data for Pakistan has been collected from World Development Indicators 
(WDI) published by World Bank in 2015.  
 
 
5.5. Empirical Results and Discussion for Pakistan  
Our empirical study on the Pakistan economy considers time series data of 44 years which 
contain some trend. This is crucial to find out the stationary properties of the variables 
included in the model. Unit root test is conducted to check the stationary property of the 
time series data (Granger, 1981). Further, we have employed Johansen-Juselius multivariate 
cointegration test (Johansen and Juselius, 1990), Vector Error Correction Mechanism 
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(VECM) test and Granger-causality test to examine both long run causal and short run 
dynamic relationship between economic development and foreign aid along with the 
purview of few selected macroeconomic variables. Diagnostic check examines the reliability 
of the fitted model. Further, we employ impulse response function and variance 
decomposition technique to examine the dynamic relationship among the variables in future.  
 
 
5.5.1. Summary of Descriptive Statistics 
This section of the study examines the dynamic relationship between foreign aid and 
economic development with the presence of some selected macroeconomic variables in 
Pakistan. Table 5.8 presents the summary statistics of the variables such as lnPcGDP, 
lnGCF, lnODA, lnTrO, lnFSD, lnDPI and Popu for the period from 1970-71 to 2013-14. 
The mean values of the lnODA and Popu are similar to some extent. The variability among 
the variables is indicated by their standard deviation. The maximum and the minimum 
values show the range in between which the values of the variables are lying. This result 
shows that maximum value is 6.6 whereas the minimum value is -1.2. Skewness helps us to 
determine the nature and extent of the concentration of the observations towards the highest 
or the lowest values of the variables. Here the skewness values of two variables such as, 
lnTrO and lnODA (except lnPcGDP, lnDPI, lnFSD, lnGCF and Popu) are positively skewed 
which indicates that the frequency curve of their distributions are not symmetric bell shaped 
curve rather they are stretched more to the right side or have a longer tail towards the right 
side (negatively skewed means longer tail towards the left side). Kurtosis posits the flatness 
or peakedness of the frequency curve. The kurtosis values of all the variables lnPcGDP, 
lnODA, lnFSD, lnDPI and Popu are smaller than 3 (except lnTrO and lnGCF), which show 
that these two variables have platykurtic curve (leptokurtic curve).  
.  
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Table 5.8 
Descriptive Statistics Results for Pakistan 
  lnPcGDP lnGCF lnFSD lnDPI lnODA Popu lnTrO 
 Mean 6.269837 2.858916 3.863657 2.068627 0.857162 0.958027 -1.0332 
 Median 6.336406 2.888517 3.892869 2.178339 0.918755 0.985938 -1.0416 
 Maximum 6.676736 3.035831 4.056748 2.602711 2.036658 1.207207 -0.3819 
 Minimum 5.802958 2.559587 3.606891 1.145036 -0.10869 0.706955 -1.2647 
 Std. Dev. 0.279041 0.11273 0.11983 0.37022 0.53894 0.17749 0.17689 
 Skewness -0.24504 -0.94977 -0.70859 -0.86299 0.01199 -0.09513 1.82668 
 Kurtosis 1.807695 3.15678 2.70260 2.93927 2.32102 1.552879 7.38570 
 Jarque-Bera 3.04659 6.66016 3.84416 5.46825 0.84624 3.905658 59.7326 
 Probability 0.217992 0.03579 0.14630 0.06495 0.65499 0.141872 0.0000 
Source: Author’s Calculation by using E-views Software 
 
 
5.5.2. Stationarity Test Results  
We have used Augmented Dickey-Fuller (ADF) test at both level (with and without trend) 
and in their first differences to check the stationary properties of the time series variables 
(Gujarati, 2011). The result of the unit root test such as ADF test has presented in the 
following table 5.9.  
Table 5.9 
ADF Unit Root Test Results for Pakistan 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Notes: *, ** and *** indicate significant at 1%, 5% and 10% level respectively 
Source: Author’s Calculation by using E-views Software 
 
Variables ADF ADF 
 Level 1
st
 Differences 
 Without 
Trend 
With 
Trend 
Without 
Trend 
With Trend 
lnPcGDP -0.45 -1.62 -5.23* -5.24* 
lnGCF -1.78 -1.63 -5.72* -5.83* 
lnDPI -2.61 -2.34 -8.61* -9.35* 
lnTrO -2.38 -2.26 -5.82* -5.73* 
lnFSD -2.35 -2.34 -4.98* -4.92* 
lnODA -2.02 -1.86 -7.09* -7.04* 
Popu -1.45 -3.05 -3.27*** -3.43** 
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The above table 5.9 has shown the unit root test result of ADF test at level and first 
differences. The ADF test results have shown that all the variables i.e. lnPcGDP, lnGCF, 
lnODA, TrO, lnFSD, lnDPI and Popu are non-stationary in their level means and indicate 
the presence of unit root. When the variables are converted into their first differences, then 
all the variables become stationary and are integrated of same order i.e., I(1). The test results 
suggest that all the variables have unit root in their level but became stationary in their first 
differences. 
 
 
5.5.3. Choice of Lag Length  
We employ optimum lag selection criteria to choose the appropriate lag and various 
econometric techniques such as cointegration test, Vector Error Correction Mechanism 
(VECM), Vector Auto regression (VAR) and Granger-causality test.  While determining lag 
length, econometricians have either fixed the lag length arbitrarily or chosen it through some 
statistical procedure. We have used five lag order selection criterion such as LR, FPE, AIC, 
SIC and HQ for our analysis. The following table 5.10 has presented the selection procedure 
of the optimum lags by using the five criterions:  
Table 5.10 
Optimum Lag Order Selection Criterion for Pakistan 
Lag LogL LR FPE AIC SC HQ 
0 200.23 NA 2.9 -8.98 -8.7 -8.88 
1 468.71 437.06* 1.12* -19.19* -16.9* -18.35* 
 * indicates lag order selected by the criterion 
 LR: sequential modified LR test statistic (each test at 5% level) 
 FPE: Final prediction error 
 AIC: Akaike information criterion 
 SC: Schwarz information criterion 
 HQ: Hannan-Quinn information criterion 
Source: Author’s Calculation by using E-views Software 
 
It is clear from the table 5.10 that all the five criteria unanimously select lag order 1 
and thus, we hypothesize one as the optimum lag length. A lag of one year seems 
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appropriate to analyze the relationship between economic development and the macro-
economic variables for Pakistan.  
 
 
5.5.4. Cointegration Test Results for Pakistan 
This study employs Johansen and Juselius (JJ) (Johansen and Juselius, 1990) cointegration 
technique for testing the long run relationship among the variables for Pakistan. Since all the 
variables are cointegrated in the first order I(1). Further, we can go for the Johansen 
multivariate cointegration test. The results of cointegration test of Pakistan are reported in 
the following table 5.11. 
Table 5.11 
Results of Co-integration Test for Pakistan 
Trace test 
Hypothesized 
No. of CE(s) 
  
Eigenvalue 
Trace 
Statistic 
0.05 
Critical Value 
  
Prob.** 
None * 0.8221 246.41 125.61 0.0000 
At most 1 * 0.7592 173.89 95.75 0.0000 
At most 2* 0.6487 114.08 69.81 0.0000 
At most 3* 0.6031 70.14 47.85 0.0001 
At most 4* 0.3350 31.33 29.79 0.0330 
At most 5 0.2700 14.19 15.49 0.0778 
Maximal Eigenvalue test 
Source: Author’s Calculation by using E-views Software 
, 
Johansen and Juselius Co-integration test for Pakistan is presented in table 5.11 and 
shows that, both the Trace test and Maximum Eigen Value test are accepted with the 
None * 0.8221 72.52 46.23 0.0000 
At most 1*  0.7592 59.80 40.07 0.0001 
At most 2* 0.6487 43.93 33.87 0.0023 
At most 3* 0.6031 38.81 27.58 0.0012 
At most 4 0.3350 17.14 21.13 0.1655 
  Trace  test indicates 5 cointegrating eqn(s) at the 0.05 level 
Max-eigenvalue test indicates 4 cointegrating eqn(s) at the 0.05 level 
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values 
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presence of cointegrating vector among the variables. In Trace test, H0: r=0, H0: r=1, H0: 
r=2, H0: r=3, and H0: r=4  has been accepted at 5 percent level of significance, whereas in 
Max-Eigenvalue test, H0: r=0, H0: r=1, H0: r=2, and H0: r=3, has been accepted at 5 percent 
level of significance. Both the tests do not reject the null hypothesis that these variables are 
not cointegrated. The test result shows that the final number of cointegrating vectors with 
one lags is equal to 4 which is more than zero and less than the number of variables. It 
indicates the presence of a long run relationship among the time series variables such as 
lnPcGDP, lnGCF, lnODA, TrO, lnFSD, lnDPI and Popu. The long run relationship between 
economic development and foreign aid along with selected macroeconomic indicators of 
Pakistan over the period 1970-71 to 2013-14 is presented below: 
 
Long run Cointegrating Equation:  
lnPcGDPpt = 1lnGCFpt+ 2lnDPIpt+ 3 lnFSDpt  + 4lnTrOpt  + 5lnODApt   
+ 6Popupt  + upt……………(5.4) 
After putting both coefficient values and t-statistics values in the above long run equation, 
we found the following equation in which t-statistics values are given in parentheses:   
lnPcGDPpt = 0.043lnGCFpt - 0.67lnDPIpt – 0.09 lnFSDpt  + 0.021TrOpt   - 0.012lnODApt    
-0.041Popupt + upt……………….. (5.5) 
 (6.47*)  (-11.5*)  (-10.6*)       (7.6*)  (-3.52*)    (-5.8*) 
The long-run coefficients of the cointegrating equations are presented in equation 5.5 
shows that the real domestic investment such as, lnGCF, and trade liberalization process 
such as lnTrO have shown significant and positive impact on the dependent variable 
lnPcGDP. Whereas financial sector development (lnFSD), Population growth rate (Popu), 
foreign aid (lnODA) and domestic investment made by the private investors (lnDPI) have 
shown significant and negative impact on per-capita GDP in Pakistan. The result evidence 
that foreign aid is negatively associated with the economic development process in Pakistan 
which are caused due to their political instability, unproductive utilization purposes such as 
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higher portion of the aid program spend on military activities and repayment of past loans. 
The list also curtails low levels of human capital, lack of transparency, aid volatility and lack 
of coordination among the aid agencies are some of the factors that contribute to the adverse 
effects of the foreign aid program in Pakistan during the study period. The result also 
suggests that 1 percent increase in the share of domestic investment leads to 4.3 percent rise 
in the per-capita GDP in Pakistan. Similarly, the result has shown that 1 percent increase in 
trade openness will lead 2.1 percent rise in the per-capita GDP in Pakistan. The estimated 
coefficients of both domestic investment (lnGCF) and trade openness (lnTrO) have shown 
significant positive impact on economic development of Pakistan in the long run. Besides 
this, all the four independent variables such as lnODA, lnFSD, Popu and lnDPI have shown 
significant but negative impact on economic development of Pakistan during the study 
period. Among these four independent variables financial sector development have shown 
significant negative impact on economic development in Pakistan which is followed by 
domestic private investment, population growth rate and foreign aid. The estimated 
coefficient of lnFSD has shown that 1 percent rise in financial sector performance leads to 9 
percent fall in per-capita GDP in Pakistan. The estimated coefficients have shown that 1 
percent rise in the share of lnDPI, Popu and lnODA adversely affect the development 
process in Pakistan via fall in per-capita GDP i.e., 6.7 percent, 4.1 percent and 1.2 percent 
respectively. From the long run estimated equations, we found that domestic investment has 
significant positive contribution towards economic development which is followed by the 
trade liberalization process. Annual growth rate of population along with foreign aid inflows 
adversely affect the development process in Pakistan.  Pakistan government should focus on 
the productive utilization of foreign aid amount allowing due opportunities for the private 
sector to invest in developmental activities such as health, education and infrastructure 
which can generate huge employment opportunities. 
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5.5.5. Vector Error Correction Model (VECM) 
The VECM technique has been used to examine the short run dynamics among the time 
series variables of the econometric model fitted for Pakistan economy. The first criteria of 
employing the VECM technique is that all the variables must be non-stationary in their level 
but stationary in their first differences or cointegrated in the same order is presented in table 
5.11.  
 
Short Run Estimates of Vector-Error Correction Model (VECM) 
The following results presented in the equation 5.6 shows the short run estimates of the 
VECM technique. The coefficients of the error correction term in the VECM model is 
significant and have the negative sign, which indicates that there is a partial adjustment of 
the per capita GDP in the short run due to its deviations from its long run equilibrium path. 
The adjustment is around 7 percent per year which implies that any disequilibrium in the per 
capita GDP in Pakistan from its long run equilibrium takes nearly 14 years to correct the 
disequilibrium. Looking at the short run parameters, it has been stated that domestic 
investment, population growth rate and foreign aid have significant influence on per capita 
GDP in Pakistan. Other variable such as lnFSD, lnDPI and lnTrO does not have any 
significant influence in the short run. We also observe that about 57 percent (R
2
 = 0.57) of 
per capita GDP variation in Pakistan is explained by its controlled variables. The remaining 
43 percent of the variation in the per capita income is explained by other qualitative factors, 
which are implicitly incorporated in the residual of the system equations.   
  
D(lnPcGDP)t = -0.05 - 0.16D(lnPcGDP) t-1 + 0.032 D(lnGCF)t-1 - 0.038 D(lnFSD) t-1 
  (-2.75*) (1.05)                     (3.47*)   (-1.87) 
-0.0002D(lnDPI)t-1 - 0.07D(lnODA)t-1 – 0.19D(Popu)t-1 + 0.027D(lnTrO) t-1 
-0.071ECMt1………………. (5.6) 
    (-0.007)   (-2.77*)    (-3.21*)      (1.08) (-2.45*) 
  
R
2
 = 0.57,  Adjusted R
2
 = 0.43, 
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5.5.6. Granger Causality Test  
We have used the Granger causality test to find the dynamic causal relationship between 
economic development and its determinants in Pakistan. The following table 5.12 shows the 
result of the Granger causality test:  
Table 5.12 
Pair wise Granger Causality Test Results 
  Null Hypothesis: F-Statistic Probability Remarks 
lnGCF does not Granger Cause lnPcGDP 6.52145 0.02145 Unidirectional 
lnPcGDP does not Granger Cause lnODA 18.4416 0.00011 Unidirectional 
  lnDPI does not Granger Cause lnPcGDP 12.2475 0.00116 Unidirectional 
  lnPcGDP does not Granger Cause Popu 17.9815 0.00013 Unidirectional 
  lnTrO does not Granger Cause lnPcGDP 4.03752 0.05128 Unidirectional 
  lnDPI does not Granger Cause lnODA 6.28326 0.01635 Unidirectional 
Popu does not Granger Cause lnODA 4.10179 0.04955  
Bidirectional 
lnODA does not Granger Cause Popu 7.74464 0.00818 
  lnODA does not Granger Cause lnTrO 3.71752 0.06096 Unidirectional 
lnFSD does not Granger Cause lnGCF 4.08168 0.05008  
Bidirectional 
  lnGCF does not Granger Cause lnFSD 7.36896 0.00975 
  lnGCF does not Granger Cause Popu 6.50358 0.0147 Unidirectional 
  lnFSD does not Granger Cause Popu 5.5213 0.02381 Unidirectional 
  lnDPI does not Granger Cause Popu 13.5956 0.00067 Unidirectional 
lnDPI does not Granger Cause lnTrO 1.37968 0.2471 Unidirectional 
lnTrO does not Granger Cause Popu 13.6328 0.00066 Unidirectional 
Source: Authors’ calculation by using E-Views software 
 
The F-statistics is presented in the above table 5.12 which suggests that domestic 
investments, investment made by the private sector and trade liberalization granger causes 
per capita GDP in Pakistan whereas other variables population growth rate, financial sector 
development, foreign aid do not granger causes per capita GDP. On the other hand, per 
capita GDP granger causes population growth rate and foreign aid inflows to Pakistan. 
There is a bidirectional causality that exists between domestic investment and financial 
sector development that imbibes both the foreign aid and population growth rate in Pakistan. 
The F-statistics shows that there is unidirectional causality that persists between domestic 
private investment to foreign aid and population growth rate. The unidirectional relationship 
Chapter 5             Impact of Foreign Aid on Economic Development of India, Pakistan and Sri Lanka 
 
136 
 
exists between trade liberalization and population growth rate and also in between foreign 
aid and trade liberalization.  
 
 
5.5.7. Diagnostic Checking Criteria 
Our study focuses on the time series data of 44 years. To check the goodness of the fitted 
model, we have conducted four diagnostic tests such as normality test, ARCH effect, 
heteroskedasticity test and Breusch-Godfrey serial correlation LM test. The results of the 
diagnostic checking criteria are given in the following table 5.13. The test results shows that 
our model has good fit as it satisfies all the criteria of a good model that include no ARCH 
effect, residuals are normally distributed, serial correlation does not exist and residuals are 
homoscedastic in nature. Diagnostic tests results shown that, the fitted model is reliable for 
the empirical analysis as it satisfies all the criteria of a good model.  
 
Table 5.13 
Diagnostic Checking Criteria 
Criteria Prob. 
Value 
Ho: Null 
Hypothesis 
Interpretation  
Normality Test 0.81 Accept Residuals are normally 
distributed 
ARCH Effect 0.46 Accept No ARCH Effect 
Heteroskedasticity test 0.3 Accept Heteroskedasticity 
Problem is not exist 
Breusch-Godfrey Serial 
Correlation LM test 
0.29 Accept  No Serial Correlation  
Source: Authors’ calculation by using E-Views software 
 
 
5.5.8. Stability Test   
The Cumulative Sum of Squares (CUSUM) test is based on the cumulative sum of the 
recursive residuals (Brown et al. 1975). CUSUM test uses to test the stability of the 
dependent variable. This test graphically plots the cumulative sum together with 5 percent 
critical lines. The variable becomes stable if the cumulative sum lies within the area between 
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the two critical lines. The results of both CUSUM test and CUSUM sum of squares have 
been presented in the following figure 5.3 (A) and (B), which shows that the dependent 
variable PcGDP is stable over the study period as it lies with the two critical lines. 
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Figure 5.3: Stability Test of the Dependent Variable such as lnPcGDP in Pakistan (A) and (B) 
Source: Authors’ calculation by using E-Views software 
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5.5.9. Variance Decomposition  
Both variance decomposition and impulse response function have been used to identify the 
dynamic properties of the model and enable us to calculate the relative importance of the 
variables beyond the sample period. It measures the percentage of variation in per capita 
GDP which is induced by the shocks given by its own determinants used in the model fitted 
for Pakistan. The following table 5.14 shows the variance decomposition results of the 
dependent variable lnPcGDP for a period of 10 years’ time horizons: 
 
Table 5.14 
Variance Decomposition Results 
Variance Decomposition of lnPcGDP: 
 
Period S.E. lnPcGDP lnGCF lnFSD lnDPI lnODA Popu lnTrO 
1 0.018136 100 0 0 0 0 0 0 
2 0.027041 91.07248 0.181279 0.936177 7.694915 0.045438 0.058878 0.010835 
3 0.034658 83.31446 0.467283 1.450578 14.59232 0.080995 0.077097 0.017267 
4 0.041225 78.25149 0.800919 1.675599 19.03124 0.09186 0.081616 0.067274 
5 0.046927 74.99924 1.142703 1.811194 21.7301 0.092287 0.086537 0.137944 
6 0.051951 72.79606 1.460403 1.937665 23.40891 0.090163 0.096093 0.210706 
7 0.056444 71.19351 1.733684 2.07526 24.51994 0.088033 0.111342 0.278231 
8 0.060511 69.9529 1.955082 2.220993 25.31417 0.086355 0.132156 0.338336 
9 0.064221 68.95119 2.126781 2.365599 25.92319 0.084984 0.157933 0.390322 
10 0.067623 68.12325 2.256148 2.501004 26.41404 0.083719 0.187966 0.433874 
Source: Author’s Calculation by using E-views Software 
 
The variance decomposition results are presented in the above table 5.14 shows that 
disturbances originating from per capita GDP itself causes the variability to its own future 
value. It has contributed 91 percent variability in the second year and approximately 74 
percent in the 5
th
 year. The proportion of variance is high such as, 68 percent even up to the 
10
th
 year. This estimated result indicates that current change in per-capita GDP heavily 
influences on its future value in Pakistan. The remaining 32 percent change are explained by 
the other determinants of the per capita GDP. These determinants almost capture the 
remaining variability present in the per capita GDP in Pakistan economy. The second largest 
source of per-capita GDP changes apperas to be from the dometsic private investment, 
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which accounts nearly 26 percent of changes in 10
th
 year in the per capita GDP. The third 
and fourth largest sources of per capita GDP changes seems to be from the financial sector 
development and domestic investment with 2.5 percent and 2.25 percent respectively. The 
rest of the changes are presented in the future value of the per capita GDP are influenced by 
the other three determinants such as trade liberalization with 0.43 percent, population 
growth rate by 0.18 percent and foreign aid of 0.08 percent respectively. The variance 
decomposition test results suggest that three independent variables such as, lnDPI, lnFSD, 
lnGCF have shown higher significant impact on per-capita GDP of Pakistan than lnODA, 
lnTrO and Population growth rate.  
 
 
5.5.10. Impulse Response Function of Pakistan 
The impulse response function helps us to predict the responses of the per capita GDP by 
giving various shocks that posits one standard deviation shock in its determinants. In simple 
words, it explains how a variable react in a system when one standard deviation shock is 
given to other variables of that system. The following figure 5.4 in serial from (1) to (6) 
presents the estimated impulse response function of Pakistan economy for 10 years time 
horaizons. The figure 5.4. (1) shows that domestic investment becomes positive in the whole 
time horaizons up to 10 years. During that time horaizons, the response of per capita GDP 
becomes positive to the standard deviation shock given to domestic investment. This 
suggests that higher domestic investment encourges per capita GDP approximately 0.01 
percent in Pakistan in the long run. Figure 5.4. (2) shows that one standard deviation shock 
originating in the financial sector results a fall in the per capita GDP of Pakistan in the long 
run. Figure 5.4.(3) shows that one standard deviation shock originating in the domestic 
private sector investment results nearly 0.01 percent rise in the per capita GDP in the long 
run.  Figure 5.4.(4) shows that one standard deviation shock originating in the foreign aid 
inflows results a very small proportion of rise in the per capita GDP in the long run.  Figure 
5.4.(5) shows that one standard deviation shock originating in the population growth rate 
results a very small percent rise in the per capita GDP upto the 6
th
 periods and afer that the 
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changes undermine a gradual rise in small proportion up to the 10
th
 years.  Figure 5.4.(6) 
shows that one standard deviation shock originating in the trade libaralization results small 
percent decline in the per capita GDP of Pakistan in the long run. The impulse response 
function result suggests that domestic investment and domestic private sector investment 
have long run positive impact on the per capita GDP in Pakistan. 
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Figure 5.4: Impluse Response Function of Pakistan 
Source: Author’s Calculation by using E-views Software 
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Section-III 
 
5.6. Impact of Foreign Aid on Economic Development in Sri 
Lanka   
The Section III empirically investigates the long run causal impact of foreign aid on 
economic development of Sri Lanka. We have considered annual time series data of 44 
years from 1970-71 to 2013-14, similar with other two economies India and Pakistan. We 
have considered the following macro-economic variables for our empirical analysis. These 
variables are Per-capita Gross Domestic Product (PcGDP as the indicator of economic 
development), Official Development Assistance (ODA, as the indicator of foreign aid), 
Gross Capital Formation (GCF as the indicator of domestic investment), Trade 
Liberalization (TrO, as the indicator of trade openness), Domestic Credit provided by the 
financial sector  (FSD as the indicator of financial sector development), Domestic Private 
Investment (DPI as the indicator of domestic investment made by the private sector), and 
Population growth rate (Popu).. Here, all the variables are considered in terms of their real 
values (constant prices US $). Due to high variation in the original values, all the variables 
are taken in their logarithmic forms except population growth rate. PcGDP is considered as 
the dependent variable whereas all other variables are used as the independent variables for 
the empirical analysis. All the secondary data for Sri Lanka, has been collected from World 
Development Indicators (WDI) published by World Bank in 2015.  
 
 
5.7. Empirical Results and Discussion for Sri Lanka  
The empirical investigations on the Sri Lankan economy are based on time series data of 44 
years. Unit root test is conducted to check the stationary properties of the all the variables 
included in the model (Granger, 1981). Subsequently, we employ Johansen-Juselius 
multivariate cointegration test (Johansen and Juselius, 1990), Vector Error Correction 
Chapter 5             Impact of Foreign Aid on Economic Development of India, Pakistan and Sri Lanka 
 
142 
 
Mechanism (VECM) test and Granger-causality test to examine the long run causal 
relationship between economic development and foreign aid along with the presence of few 
selected macroeconomic variables. Further, we have employed impulse response function 
and variance decomposition technique to examine the short-term dynamics relationship 
among the variables in case of Sri Lanka.  
 
 
5.7.1. Summary of Descriptive Statistics 
 
This section of the study examines the dynamic relationship between foreign aid and 
economic development with the presence of some selected macroeconomic variables in Sri 
Lanka. Table 5.15 presents the summary statistics of the variables such as lnPcGDP, lnGCF, 
lnODA, lnTrO, lnFSD, lnDPI and Popu for the period from 1970-71 to 2013-14. The mean 
values of the lnGCF and lnFSD are similar to some extent. The variability present among 
the variables is indicated by their standard deviation. From the descriptive statistics result, it 
is evident that the variability among the variables is also similar to some extent. The 
maximum and the minimum value show the range, in between which the values of the 
variables are lying. This result shows that maximum value is 7.05 whereas the minimum 
value is -0.77. Skewness helps us to determine the nature and extent of the concentration of 
the observations towards the highest or the lowest values of the variables. Here the skewness 
values of all the variables such as, lnDPI, lnTrO, lnGCF, lnFSD, lnODA and Popu (except 
lnPcGDP) are negatively skewed which indicates that the frequency curve of all the 
distributions are not symmetric rather they are stretched more to the left side or have a 
longer tail towards the left side (positively skewed means longer tail towards the right side). 
Kurtosis posits the flatness or peakedness of the frequency curve. The kurtosis values of all 
the variables are smaller than 3 (except lnGCF and Popu), which show that all the variables 
have platykurtic curve (leptokurtic curve).  
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Table 5.15 
Descriptive Statistics Results for Sri Lanka 
  lnPcGDP lnGCF lnFSD lnDPI lnODA Popu lnTrO 
 Mean 6.675672 3.160546 3.630485 2.88017 1.311927 0.217712 -0.40026 
 Median 6.595736 3.19597 3.700749 2.971719 1.342021 0.301838 -0.3892 
 Maximum 7.603029 3.519521 3.918617 3.24291 2.609606 0.843049 -0.12063 
 Minimum 6.01305 2.620031 3.08691 2.207275 -0.44871 -1.42253 -0.77164 
 Std. Dev. 0.456921 0.217352 0.22282 0.291588 0.819073 0.379958 0.163414 
 Skewness 0.333203 -0.91926 -0.85604 -1.0626 -0.21073 -1.90666 -0.40585 
 Kurtosis 2.048977 3.084794 2.874154 2.957208 1.926546 9.359969 2.336554 
 Jarque-Bera 2.416137 6.069021 5.280082 8.095273 2.382794 98.52483 1.969045 
 Probability 0.298774 0.048098 0.071358 0.017464 0.303797 0 0.373618 
Source: Author’s Calculation by using E-views Software 
 
 
5.7.2. Stationarity Test Results  
We have used Augmented Dickey-Fuller (ADF) test (at both level and in their first 
differences) to check the stationary properties of the time series variables (Gujarati, 2011). 
The result of the unit root test such as ADF test has been presented in the following table 
5.16.  
Table 5.16 
ADF Unit Root Test Results for Sri Lanka 
Notes: *, ** and *** indicate significant at 1%, 5% and 10% level respectively 
Source: Author’s Calculation by using E-views Software 
 
Variables ADF ADF 
 Level 1
st
 Differences 
 Without Trend With Trend Without Trend With Trend 
lnPcGDP 2.21 0.57 4.48* -5.55* 
lnGCF -1.76 -1.84 -6.27* -6.19* 
lnDPI -2.59 -2.93 -4.55* -4.51* 
lnTrO -1.7 -1.37 -5.16* -5.47* 
lnFSD -2.14 -2.62 -7.07* -7.01* 
lnODA -0.2 -1.82 -7.55* -8.58* 
Popu -1.08 -2.02 -5.25* -4.14* 
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The above table 5.16 has presented the unit root test result of ADF test at level and first 
differences. The ADF test results have shown that all the variables such as lnPcGDP, 
lnGCF, lnODA, TrO, lnFSD, lnDPI and Popu are non-stationary in their level means and 
indicate that presence of unit root. When the variables are converted into their first 
differences, then all the variables become stationary and integrated of order one I(1). The 
test results suggest that all the variables have unit root in their level but become stationary in 
their first differences. 
 
 
5.7.3. Choice of Lag Length  
We have employed optimum lag selection criteria to choose the appropriate lag for the 
econometric techniques such as cointegration test, VECM, VAR and Granger-causality test. 
While determining lag length, econometricians have either fixed the lag length arbitrarily or 
chosen it through some statistical procedure. We have used five lag order selection criterion 
such as LR, FPE, AIC, SIC and HQ. The following table 5.17 has shown the selection 
procedure of the optimum lags by using the five criterions:  
 
Table 5.17  
Optimum Lag Order Selection Criterion for Sri Lanka 
Lag LogL LR FPE AIC SC HQ 
0 47.36 NA 2.98 -2.09 -1.77 -1.96 
1 321.98 436.57 2.93* -13.64* -11.25* -12.78* 
2 367.75 56.34 4.44 -13.47 -8.99 -11.86 
 * indicates lag order selected by the criterion 
 LR: sequential modified LR test statistic (each test at 5% level) 
 FPE: Final prediction error 
 AIC: Akaike information criterion 
 SC: Schwarz information criterion 
 HQ: Hannan-Quinn information criterion 
Source: Author’s Calculation by using E-views Software 
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It is clear from the table 5.17 that all the five criteria have unanimously selected lag order 1 
and thus, we hypothesize one as the optimum lag length. A lag of one year seems 
appropriate to analyze the relationship between economic development and the macro-
economic variables in Sri Lanka.  
 
 
5.7.4. Cointegration Test Results 
We have employed Johansen and Juselius (JJ) (Johansen and Juselius, 1990) cointegration 
technique for testing the long run relationship among the variables in Sri Lanka. Since all 
the variables are cointegrated in their first order I(1) we can go for the Johansen multivariate 
cointegration test. The results of cointegration tests of Sri Lanka are reported in the 
following table 5.18. 
Table 5.18 
Results of Co-integration Test for Sri Lanka 
Trace test 
Hypothesized 
No. of CE(s) 
  
Eigenvalue 
Trace 
Statistic 
0.05 
Critical Value 
  
Prob.** 
None * 0.748 148.83 125.61 0.0009 
At most 1  0.596 95.066 95.75 0.557 
At most 2 0.490 59.712 69.81 0.2443 
At most 3 0.333 33.445 47.85 0.5323 
Maximal Eigenvalue test 
 
Source: Author’s Calculation by using E-views Software 
 
Johansen and Juselius Co-integration test for Sri Lanka are presented in table 5.18 
and shows that, both the Trace test and Maximum Eigen Value test accept the presence of 
None * 0.748 53.76 46.23 0.0066 
At most 1  0.596 35.35 40.07 0.1548 
At most 2 0.490 26.26 33.87 0.3047 
At most 3 0.331 15.80 27.58 0.6823 
  Trace  test indicates 1 cointegrating eqn(s) at the 0.05 level 
Max-eigenvalue test indicates 1 cointegrating eqn(s) at the 0.05 level 
 * denotes rejection of the hypothesis at the 0.05 level 
 **MacKinnon-Haug-Michelis (1999) p-values 
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cointegrating vector among the variables. In Trace test, H0: r=0 has been accepted at 5 
percent level of significance whereas in Max-Eigenvalue test, H0: r=0 has been accepted at 5 
percent level of significance. Both the tests do not reject the null hypothesis that these 
variables are not cointegrated. Therefore, the test result shows that the final number of 
cointegrating vectors with one lag equal to 1 which is more than zero and less than the 
number of variables. This indicates the presence of a long run relationship among the time 
series variables such as lnPcGDP, lnGCF, lnODA, TrO, lnFSD, lnDPI and Popu. However, 
all the variables are moving together in the long run. The long run relationship between 
economic development and five other development determinant of Sri Lanka during the 
period 1970-71 to 2013-14 are presented below: 
 
Long run Cointegrating Equation:  
lnPcGDPst = 1lnGCFst+ 2lnDPIst+ 3 lnFSDst + 4lnTrOst  + 5lnODAst   
+ 6Popustt  + ust……………(5.7) 
 
After putting both coefficient values and t-statistics values in the above long run equation, 
we found the following equation in which t-statistics values are given in parentheses:   
 
lnPcGDPst = 0.038lnGCFst- 0.07lnDPIstt – 0.017 lnFSDst  - 0.041TrOst  + 0.011lnODAst    
+0.009Popust + ust……………….. (5.8) 
 (2.42*)  (-2.07*)  (-0.7)       (-2.73*)  (3.36*)    (1.17) 
 
The long-run coefficients of the cointegrating equations are presented in equation 5.8 
which shows that the real domestic investment such as, lnGCF, and foreign aid such as, 
lnODA have shown significant positive impact on the dependent variable lnPcGDP, while 
trade liberalization (lnTrO) and domestic investment made by the private investors (lnDPI) 
have shown significant and negative impact on per-capita GDP in Sri Lanka. The estimated 
coefficients of financial sector development (lnFSD) and annual growth of population 
(Popu) have shown insignificant impact on economic development process in Sri Lanka. 
The results show that foreign aid has shown significant positive impact on economic 
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development in Sri Lanka which are caused due to its productive utilization in various basic 
sectors of the economy such as, health, education, employment generation program and 
budget support programs. The estimated result suggests that 1 percent increase in the share 
of domestic investment will lead to 3.8 percent rise in the per-capita GDP in Sri Lanka. 
Similarly the result has shown that 1 percent increase in foreign aid leads to 1.1 percent rise 
in the per-capita GDP in Sri Lanka. The estimated coefficients of both domestic investment 
(lnGCF) and foreign aid (lnODA) have shown significant and positive impact on economic 
development such as lnPcGDP of Sri Lanka in the long run. Moreover, two independent 
variables namely, lnTrO and lnDPI are significant but have negative impact on economic 
development of Sri Lanka during the study period. Amongst these two independent variables 
domestic investment made by the private sector have shown higher significant negative 
impact on economic development in Sri Lanka which is followed by trade liberalization. 
The estimated coefficient of lnDPI shows that 1 percent rise in private sector investment 
leads to 7 percent fall in economic development in Sri Lanka. The estimated coefficients 
have shown that 1 percent rise in the share of lnTrO leads 4.1 percent fall in economic 
development process in Sri Lanka. From the long run estimated equations, we found that 
domestic investment has shown significant and positive impact on economic development of 
Sri Lanka which is followed by the foreign aid and population growth rate. Trade 
liberalization along with domestic private investment adversely affects the development 
process in Sri Lanka during the study period. From the policy repercussion point of view, Sri 
Lankan government should focus on the productive utilization of both domestic capital and 
foreign aid alongside; it should motivate the private sector to invest in developmental 
activities such as health, education and infrastructure as sought by India and Pakistan. 
 
 
5.7.5. Vector Error Correction Model (VECM) 
VECM technique has been used to examine short-run dynamics relationship among the time 
series variables of the econometric model fitted for Sri Lanka. The first criteria of employing 
the VECM technique is that all the variables must be non-stationary in their level but 
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stationary in their first differences or cointegrated in the same order as presented in table 
5.18.  
 
Short Run Estimates of Vector-Error Correction Model (VECM) 
The following results presented in the equation 5.9 shows the short run estimates of the 
VECM technique. The coefficients of the error correction term in the VECM model are 
significant and have the negative sign, which indicates that there is a partial adjustment of 
the per capita GDP in the short run due to its deviations from its long run equilibrium path. 
The adjustment is around 9 percent per year which implies that any disequilibrium in the per 
capita GDP in Sri Lanka from its long run equilibrium takes nearly 11 years to correct the 
disequilibrium. Beholding at the short run parameters, we found that domestic investment, 
population growth rate, domestic private investment and foreign aid have significant 
influence on per capita GDP in Sri Lanka. Other variables namely, lnFSD, and lnTrO do not 
have any significant influence in the short run. We also observed that about 59 percent (R
2
 = 
0.59) of per capita real income variation in Sri Lanka is explained by its controlled variables. 
The remained 41% of the variation in the per capita income is explained by the other 
qualitative factors, which are implicitly incorporated in the residual of the system equations.   
 
D(lnPcGDP)t = -0.001 + 0.37D(lnPcGDP) t-1 + 0.11D(lnGCF)t-1 + 0.012 D(lnFSD) t-1 
  (-2.23*) (1.45)                     (2.29*)   (0.55) 
-0.07D(lnDPI)t-1 + 0.014D(lnODA)t-1 – 0.01D(Popu)t-1 - 0.04D(lnTrO) t-1 
-0.091ECMt-1………………………… (5.9) 
    (-2.27*)  (2.37*)    (-2.36*)              (-0.85)  (-2.26*) 
R
2
 = 0.59,  Adjusted R
2
 = 0.48, 
 
5.7.6. Granger Causality Test  
Further, we have used Granger causality test to find out the dynamic causal relationship 
between economic development and its determinants in Sri Lanka. The following table 5.19 
shows the result of the Granger-causality test:  
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Table 5.19  
Pair wise Granger Causality Test Results 
  Null Hypothesis: F-Statistic Probability 
Direction of 
Causality 
lnPcGDP does not Granger Cause lnODA 8.72647 0.00523 Unidirectional 
  lnPcGDP does not Granger Cause Popu 18.7408 0.00011 Unidirectional 
  lnGCF does not Granger Cause lnODA 8.72293 0.00524 Unidirectional 
  lnDPI does not Granger Cause lnODA 6.61247 0.01395  
Bidirectional   lnODA does not Granger Cause lnDPI 3.91454 0.05478 
  lnODA does not Granger Cause lnPcGDP 6.4448 0.01535 Unidirectional 
lnGCF does not Granger Cause lnPcGDP 12.7928 0.00093 Unidirectional 
  lnGCF does not Granger Cause lnTrO 8.86423 0.00504 Unidirectional 
  lnDPI does not Granger Cause lnFSD 6.78122 0.01287 Unidirectional 
lnFSD does not Granger Cause Popu 3.31165 0.07668 Unidirectional 
  lnPcGDP does not Granger Cause lnDPI 0.27869 0.60063  
Bidirectional lnDPI does not Granger Cause lnPcGDP 8.53403 0.00584 
 Source: Authors’ calculation by using E-Views software 
 
The F-statistics are presented in the above table 5.19 and suggest that domestic 
investment and foreign aid granger causes per capita GDP in Sri Lanka whereas other 
variables namely, population growth rate, financial sector development, population growth 
rate and trade liberalization do not granger causes per capita GDP. On the other hand per 
capita GDP granger causes population growth rate and foreign aid inflows to Sri Lanka. 
There is a bidirectional causality that exists between domestic investment made by the 
private sector and economic development and also in between foreign aid and domestic 
private investment in Sri Lanka. The F-statistics shows that there is unidirectional causality 
that persists between domestic investment and foreign aid, domestic investment and trade 
liberalization. There also exists a unidirectional relationship among foreign aid and domestic 
investment, financial sector development and population growth rate. The Granger-causality 
test results have shown that variables included in the model are interlinked. 
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5.7.7. Diagnostic Checking Criteria 
We have focused on the time series data of 44 years. To check the goodness of the fitted 
model, we have conducted four diagnostic tests such as normality test, ARCH effect, 
heteroskedasticity test and Breusch-Godfrey serial correlation LM test. The results of the 
diagnostic checking criteria are presented in the following table 5.20. The test result shows 
that our model has good fit as it satisfies three diagnostic criteria of a good model such as 
there is no ARCH effect, residuals are normally distributed, and residuals are 
homoscedastic. The only problem with this model is that, it suffers from serial correlation 
problem. Beyond that this model is a good fit to explain the fitted model for Sri Lanka. 
 
Table 5.20 
Diagnostic Checking Criteria 
Criteria Prob. Value Ho: Null Hypothesis Interpretation  
Normality Test 0.87 Accept Residuals are normally 
distributed 
ARCH Effect 0.98 Accept No ARCH Effect 
Heteroskedasticity test 0.79 Accept Heteroskedasticity 
Problem is not exist 
Breusch-Godfrey Serial 
Correlation LM test 
0.0008 Reject Presence of Serial 
Correlation  
   Source: Authors’ calculation by using E-Views software 
 
5.7.8. Stability Test   
The Cumulative Sum of Squares (CUSUM) test is based on the cumulative sum of the 
recursive residuals (Brown et al. 1975). CUSUM test has been used to test the stability of 
the dependent variable. This test graphically plots the cumulative sum together with 5 
percent critical lines. The variable becomes stable if the cumulative sum lies within the area 
between the two critical lines. Here result of both CUSUM test and CUSUM sum of squares 
have been presented in the following figure 5.5 (A) and (B), which shows that the dependent 
variable PcGDP is stable over the study period as it lies with the two critical lines.  
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Figure 5.5: Stability Test of the Dependent Variable such as lnPcGDP in Sri Lanka (A) and (B) 
Source: Authors’ calculation by using E-Views software 
 
 
5.7.9. Variance Decomposition  
Both variance decomposition and impulse response function are used to identify the 
dynamic properties of the model and enable us to calculate the relative importance of the 
variables beyond the sample period. This measures the percentage of variation in per capita 
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GDP induced by the shocks given by its determinants used in the model fitted for Sri Lanka. 
The following table 5.21 shows the variance decomposition results of the dependent variable 
lnPcGDP for a period of 10 years’ time horizons: 
 
Table 5.21 
Variance Decomposition Results 
Variance Decomposition of lnPcGDP: 
 
Period S.E. lnPcGDP lnODA lnGCF lnFSD lnDPI Popu lnTrO 
1 0.016342 100 0 0 0 0 0 0 
2 0.024961 95.09914 0.161739 1.869736 1.169717 1.187948 0.432323 0.079393 
3 0.03205 92.88521 0.193946 2.337523 2.006275 2.046884 0.305131 0.225027 
4 0.038279 92.12658 0.195215 1.908444 2.520224 2.559189 0.329771 0.360577 
5 0.043917 91.8172 0.158405 1.478564 2.892187 2.851884 0.34076 0.461001 
6 0.049181 91.5475 0.127232 1.18029 3.224991 3.027441 0.376517 0.516028 
7 0.054174 91.23068 0.128634 0.985548 3.570151 3.144544 0.408062 0.532386 
8 0.058978 90.84062 0.173637 0.845983 3.944991 3.235598 0.43874 0.520428 
9 0.063646 90.38304 0.261529 0.733666 4.349942 3.317645 0.463212 0.490964 
10 0.068226 89.86706 0.383335 0.639491 4.776239 3.39934 0.481991 0.452548 
Source: Authors’ calculation by using E-Views software 
 
The variance decomposition results are presented in the above table 5.21 and shows 
that disturbances originating from per capita GDP itself caused the maximum changes to its 
future value. It contributes 95 percent changes in the second year and approximately 91 
percent in the 5
th
 year. The proportion of variance is high with 89 percent even up to the 10
th
 
year. This estimated result indicates that current change in per-capita GDP heavily 
influences its future value in Sri Lanka. The remaining 11 percent changes are explained by 
the other determinants of the per capita GDP. The second largest source of per-capita GDP 
changes appear to be from the financial sector development, which accounts nearly 5 
percent of changes upto 10
th
 year in the per capita GDP. The third largest source of per 
capita GDP changes seems to be from the domestic private investment with 3.3 percent. The 
remaining changes are present in the future value of the per capita GDP seems to be 
influenced marginally by the other four determinants namely trade liberalization with 0.45 
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percent, population growth rate 0.48 percent, domestic investment  0.68 percent and foreign 
aid 0.38 percent respectively.  
 
 
5.7.10. Impulse Response Function of Sri Lanka 
The impulse response function helps us to predict the response of the per capita GDP to 
various shocks such as, one standard deviation shock in its determinants. In simple words, 
this explaines how a variable react in a system when one standard deviation shock is given 
to other variables of that system. The following figure 5.6 in serial from (1) to (6) presents 
the estimated impulse response function of Sri Lanka economy for 10 years time horizons. 
The figure 5.6.(1) shows that foreign aid inflows becomes positive up to 5
th
 year and after 
that period it starts falling and becomes negative in the 10
th
 year. During that time horizons, 
the response of per capita GDP is positive to the standard deviation shock given to foreign 
aid inflows. Figure 5.6.(2) shows that one standard deviation shock originating in the 
domestic investment results lead to a rise in the per capita GDP of Sri Lanka up to the 5th 
year and after that it started falling and became negative in the 10th year. Figure 5.6.(3) 
shows that one standard deviation shock originating in the financial sector development 
results nearly 0.01 percent fall in the per capita GDP of Sri Lanka in the long run. Figure 
5.6.(4) shows that one standard deviation shock originating in the domestic private sector 
investment results nearly 0.01 percent fall in the per capita GDP of Sri Lanka in the long 
run. Figure 5.6.(5) shows that one standard deviation shock originating in the population 
growth rate results a very small percent fall in the per capita GDP in Sri Lanka. Figure 
5.6.(6) shows that one standard deviation shock originating in the trade liberalization results 
small percent rise in the per capita GDP of Sri Lanka in the long run.  The impulse response 
function result suggests that domestic investment, trade liberalization and foreign aid 
inflows have long run positive (up to 5
th
 year) impact on the per capita GDP in Sri Lanka. 
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Figure 5.6: Impluse Response Function of Sri Lanka 
Source: Author’s Calculation by using E-views Software 
 
 
5.8. Conclusion 
From the anecdotes discussed in this chapter, we found that foreign aid has insignificant 
impact on economic development process whereas; domestic investment and trade 
liberalization process have significant impact on economic development in India. The prime 
artifacts due to the unproductive utilization of foreign aid inflows and fluctuations present in 
the disbursement of foreign aid inflows (Clarke et al., 2008, Mallik, 2008; Safdari and 
Mehrizi, 2011). In addition to this, the presence of corruption, lack of cooperation and 
coordination among aid agencies, institutional inefficiency and continuous fall in the share 
of foreign aid to GDP (WDI, 2015) causes the inconclusive results related to aid-
development nexus in India. In Pakistan, foreign aid has shown significant but negative 
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impact on economic development whereas domestic investment and trade liberalization 
process have shown significant positive impact on economic development. The adverse 
impact of foreign aid on economic development of Pakistan are due to political instability, 
unproductive utilization of foreign aid such as, military expenditure, higher share of defense 
and other security expenditure, aid volatility, institutional inefficiency, lack of good policy 
environment (Duc, 2006). The nexus between foreign aid and economic development are 
totally different in Sri Lanka in comparison to other two economies such as India and 
Pakistan. In Sri Lanka, foreign aid has shown significant positive impact on economic 
development. The results indicate that foreign aid is able to achieve its developmental 
objectives in Sri Lanka which is due to stable political system, productive utilization of 
foreign aid inflows in health, education and different employment generation activities (Mel 
and Selva, 2012). Domestic investment is also considered as an important determinant of 
economic development of all the three economies as it has significant long run positive 
impact on economic development. In general, this chapter concludes that foreign aid along 
with domestic investment; trade liberalization and investment made by the private sector 
have played significant impact on economic development of all the three countries such as 
India, Pakistan and Sri Lanka. 
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Chapter 6 
 
Impact of Aid Volatility on Economic 
Growth in India, Pakistan and Sri Lanka 
 
6.1. Introduction  
Foreign aid binds as a catalyst for the higher economic growth (measured in terms of GDP 
of an economy) of the developing economies because it pools the scarce domestic savings 
via increasing the amount of investment and capital stock (Morrissey, 2001). Inversely, 
fluctuations in aid inflows can adversely affect the growth process of the recipient countries 
as they create fear regarding the upcoming aid disbursements from donors which restrict 
their future investment plans (Lensik & Morrissey, 2001). During 1960s and 1970s, studies 
on aid growth nexus have shown different results. Some researchers observed that aid 
positively contributes to the growth process whereas some observed negative effects 
(McGillivrary et al. 2006). Foreign aid negatively affect to the growth process of the 
recipient economies by relaxing their tax raising efforts and thus results in a gradual fall in 
the tax revenue (Adam & Connell, 1999). A cross country study on aid volatility by South 
Asian countries found that impact of aid volatility
8
 is significant (Clarke et al., 2008). Most 
of the past studies on aid volatility focused on the cross country analysis with giving less 
importance to the individual country. The number of individual country studies relating to 
types and sources of aid volatility are very less. To know the real causes and cost of aid 
volatility from the recipients’ perspective, it is essential to examine aid inflows towards 
individual countries. This helps us to identify appropriate methods to handle the adverse
                                                          
8
 Oxford dictionary meaning, then volatility defines as the ‘liability to fluctuation over time in economic 
variables’ (Black, 2003). 
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 effect of aid volatility (Lulai, 2014). However, hardly ant detailed studies have been done 
specifically to any south Asian economies to determine aid volatility relative to other 
sources of government revenues, by donors and type. Therefore, there is a gap that exists in 
the literature of aid volatility from the perspective of individual aid recipient country and 
various components of aid inflows. 
 
This chapter is discussed under the two section such as, Section I deals with the 
analytical overview of aid volatility with respect to other sources of government revenue, 
aid coming under various forms and donors by using the CV method whereas Section II 
empirically examine the impact of aid volatility on economic growth of the three South 
Asian countries by using the OLS method. The empirical evaluation of aid volatility will 
help to determine whether aid volatility creates any hindrances in these countries or not. 
Before going for empirical analysis, first we have to understand the theoretical base of the 
concept aid volatility. South Asian region are considered as one of the most vulnerable 
regions as many of its countries are facing problems such as civil conflict, terrorist activities, 
natural calamities and political instability. Foreign aid inflow to this region is not stable over 
time. The following figure 6.1 shows the share of ODA (indicator of foreign aid) to GDP in 
the three major south Asian countries from 1965-66 to 2013-14. This figure clearly shows 
that the share of ODA to GDP is not stable over a longer period of time in all the three 
countries. 
 
Figure 6.1: Share of ODA to GDP in India, Pakistan and Sri Lanka 
Source: Authors’ calculation by using the dataset of WDI, 2015 
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The study of aid volatility is essential to evaluate the effectiveness of foreign aid program. 
Literature on foreign aid inflows have frequently been dominated by the aid-growth nexus, 
if we consider its implications and impact on the economic growth of the recipient 
economies. Studies carried out by Lensik & Morrissey, 2001; Bulir & Hamann, 2008 and 
Hudson & Mosley, 2008 have found that volatility of aid inflows shows adverse impact on 
growth and livelihood of individuals in the aid recipient countries. Inherently, aid volatility 
creates Dutch Diseases
9
 via appreciation of the real domestic exchange rate that causes fall 
in the external competitiveness and economic growth in the long run (Wijnbergen, 1984).  
The impact of aid volatility is more harmful for those developing countries which are 
heavily depend upon foreign aid (Knapman, 1986; Laplagne et al. 2001; Hughes, 2003; 
Feeny and McGillivary, 2003; Sgden & Pavov, 2006; and Connell, 2010). Various motives 
of donor countries such as economic, political and geographical self-interest affect the 
volatility in aid inflows (Alesina & Dollar, 2000). Pallage and Robe (2003) found that aid 
inflows are highly volatile with an average rate of 25 percent in African recipients and 29.5 
percent in non-African recipients. Bulir and Hamann (2003, 2008) have examined some of 
the issues relating to the volatility, predictability and cyclicality of aid. The analysis shows 
that aid has been more volatile than domestic fiscal revenues by a wide margin. They found 
that disbursements of aid are pro-cyclical on average and have failed to play any meaningful 
role in assisting countries to cope with large negative income shocks. Finally they suggest 
that donor community should use aid as an insurance mechanism. 
 
Chervin and Wijnbergen (2010) have examined the relationship between economic 
growth and the volatility of foreign aid with the help of OLS and 2SLS test. They have used 
four-year panel analysis which is conducted encompassing 155 countries over the period 
1966-2001. They conclude that aid volatility has negative impact on economic growth. If 
they are controlled, then aid has a positive impact on growth. Unexpected shortfalls in aid 
inflows adversely affect the investment plans of the government (Celasun and Walliser, 
                                                          
9
 Dutch disease is the negative impact on an economy arising from large increases in a country's income via a 
sharp inflow of foreign currency i.e. foreign aid, FDI or substantial rise in natural resources price. 
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2008). Hudson and Mosely (2008) have found that unstable public expenditure caused by 
the aid volatility creates erratic policy environment in the recipient country. Neanidis and 
Varvarigos (2009) have examined the impact of aid transfers and their degree of volatility 
on economic growth for a panel of 74 aid recipient countries over the period from 1972 to 
1998. They conclude that when aid inflows are used productively (unproductively), it has, 
on average a positive (negative) effect on growth while its respective volatility has a 
negative growth effect. They suggest that the recipient countries should allocate the 
resources in most productive ways and the donors should make sure that the aid provisions 
are made in least erratic ways. 
 
Desai and Kharas (2010) have examined the determinants of aid volatility during 
1960-2008. By using Auto-Regressive Conditional Heteroskedasticity (ARCH) model, they 
conclude that some degree of aid volatility are caused by the events occurred in aid recipient 
countries but larger, unexpected swings in aid inflows tend to be due to the concentration of 
aid portfolios combined with the prevalence of donor herding. Bhavan et al. (2010) have 
investigated the growth effect associated with aid and its volatility during the period 1995-
2008 focusing in five south Asian economies by employing 2SLS method. They conclude 
that aid and aid volatility have significant effect on economic growth of five Asian countries 
but varies considerably from country to country in terms of magnitude and effect on growth 
rates. Both the short run and the long run impact of aid positively affect growth rate whereas 
respective aid volatilities have negative effects on all the economies. Both the donor 
community and the recipient countries agreed on the Paris Declaration
10
 on aid 
effectiveness which demands less volatile aid with the aim to raise the aid effectiveness.  
 
 
 
                                                          
10 Paris declaration is considered as the second high level form held at Paris in 2005 marked as the second 
meeting towards enhancing aid effectiveness via Harmonization, Alignment and Results. 
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6.2. Importance of Aid Volatility 
Volatility in the foreign aid program refers to a high fluctuation in the flows compared to its 
amount of commitment and disbursement (Bulir & Hamanan, 2001). Some empirical studies 
on aid volatility find that aid volatility adversely affects the total value of aid which lead to 
macroeconomic instability in the recipient countries (Bulir & Hamanan, 2003; Chavet & 
Guillaumont, 2008, Kharas 2008; and Markandya et al. 2010). Aid volatility can hamper the 
policy environment by unstable public expenditure disbursements, which further 
discourages both domestic and foreign investment (Rodrik, 2001). This short fall in both 
domestic and foreign investment plans makes macroeconomic planning difficult in recipient 
countries (Heller et al., 2006). Foreign aid inflow is relatively more volatile than different 
sources of domestic revenue and the rate of aid volatility are higher for the heavily aid 
dependent economies than other countries (Bulir & Hamanan, 2003). The findings of this 
study are supported by the findings of some other studies i.e. Gemmel and McGillivary 
(1998), and Hudson and Mosley (2008), who observe that aid inflow is more volatile than 
domestic revenue.  In addition to this aid volatility adversely affects the implementation 
process of the foreign aid funding capital project in the recipient countries unless there are 
other funding sources available (Rajan & Subramanian, 2008).  
 
Moreover, high aid volatility has shown harmful impact on the economy, 
government policy and the people of an aid recipient country. Aid volatility leads to 
unemployment, fall in the project benefits and return as they affect the implementation 
process of the aid funded projects in recipient’s countries (Hudson and Mosley, 2008). Aid 
volatility adversely affects its efficiency in case of sector and program aid allocated to 44 
small island states in the period 1973-2004 (Clarke et al., 2008). They also create substantial 
problems for project implementation and the government budget via diminishing returns to 
aid in small island economies (Chowdhury & Vidyattama, 2008). Aid volatility has shown 
highest positive impact when it meant to overcome some natural calamity but it has negative 
impact on economic growth in the long run (Markandya et al. 2010). 
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6.3. Causes of Aid Volatility 
After knowing the adverse impact of aid volatility, it is essential to know the causes of it. 
Earlier studies identified that there are two main causes of aid volatility classified from 
donor’s perspective and recipient government’s utilization pattern. Firstly, in most of the 
cases the donors pay less than they have committed earlier to pay in terms of foreign aid. 
Secondly, lack of proper implementation of foreign aid programs and projects in the 
recipient countries leads to delay in aid disbursements (Lulai, 2014). Aid commitments 
(earlier negotiation between donors and recipients) involve various bargaining capabilities 
and promises between the donors and recipients use against each other. Sometimes donors 
may convert for additional commitments by recipients’ parties which they are not prepared 
to pay. Unproductive management of foreign aid programs causes fluctuations in foreign aid 
inflows. Bad economic planning, unexpected delays in implementation of foreign aid 
programs and slow speeds of aid disbursement are some of the causes that lead to aid 
volatility (Arellano et al., 2005). By examining the link between aid volatility and two donor 
concentration ratios, they observe that the share of aid provided by two biggest donors 
aremore volatile and sometimes aid volatility occurred in response to the requirement of the 
recipient countries (Fielding & Mavrotas, 2005; and Hudson & Mosley, 2008a). The ability 
of the recipient countries public sector affects the aid volatility. If they properly implement 
the coherent investment programs and fiscal policies in their economies then it leads to fall 
in aid volatility (Mosley and Suleiman, 2007). Adding to this some stabilizing factors i.e. 
volatility in export flows and income level causes fluctuations in aid inflows to these 
recipient countries (Chauvet & Guillaumont, 2009).  
 
 
6.4. Consequences of Aid Volatility  
After knowing the adverse impact of aid volatility and its causes, it is crucial to know their 
negative impact if any. Earlier studies identified that there are four major consequences of 
aid volatility observed in recipient countries which causes the failure of the foreign aid 
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program in achieving the targeted goals (Lulai, 2014). The following are the four major 
consequences of aid volatility: 
1. Increase the costs of public financial management: Aid volatility increases the cost of 
financial management because of weak coordination systems among the aid agencies. 
Lack of adequate information about the investment projects and inability to predict 
future resource flows by the donor agencies leads to volatility, waste and overlap of 
activities (Kharas, 2008). 
2. Deteriorates the composition of investment pattern: Aid volatility negatively affects 
investment pattern which induces a gradual fall in welfare initiatives in recipient 
countries. Volatility in domestic currency affects the composition of domestic financing 
via shifting growth enhancing long-term investment plans towards short-term investment 
and consumption purposes. The impact of volatility in the domestic currency is very 
high for less developed economies. Aid volatility leads to fall in public investment 
whereas more aid inflows lead to rise in public expenditure (Aghion et al., 2005). 
3. Strengthens fiscal effects of business cycles: Aid volatility flows affect the growth 
process of the recipient countries via affecting the inter-temporal fiscal policies. Aid 
volatility restricts the recipient countries in formulation of future investment and 
consumption plans and adversely affects the business climate via lowering the private 
investment (Fatas & Mihov, 2005; Tressel & Prati, 2006; and Schnabel, 2008).  
4. Causes ‘Dutch Diseases’: Sometimes aid volatility  involves windfalls gain of financial 
assistance that affect the competitiveness of the aid recipient country and cause 
appreciation of the exchange rate called “Dutch Disease”. This problem arises in case of 
short term windfall gains i.e. aid volatility affects the competitiveness of the country 
(Tressel & Prati, 2006) 
 
 
6.5. Dealing with Aid Volatility 
After analyzing the significance, causes, consequences of aid volatility, it is important to 
know the solution or the strategies to tackle them. From the past reviews, it is observed that 
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high fluctuations in the aid inflows depend upon incompetence of donor parties to make 
long term commitments to recipients (Desai & Kharas, 2010). To handle this situation, 
donors should prefer conditionality-based long term commitments funding with the recipient 
countries (Eifert & Gelb, 2005, 2008) Adding to this, donor communities should promote 
healthy coordination and cooperation which contributes towards high correlation among 
their aid flows (Desai & Kharas, 2010) 
 
Now coming to the recipient government, they can help themselves to reduce the 
adverse impact of aid volatility. The recipient countries should maintain stabilization funds 
to support those investment funds that stop because of aid volatility. They must use these 
reserve funds efficiently at the time of need i.e. to save the investment plans in the economy 
which can be adversely affected by the shortfalls and windfalls in aid flows (Tressel & Prati, 
2006 and Eifert & Gelb, 2008). Some other researchers suggest that recipient countries can 
reduce the harmful impact of aid volatility by improving their institutional and policy 
environments (Levin & Dollar and 2005 & Colier, 2002). Improvement in the foreign aid 
programs, its design and the coordination between both parties also helps in reducing the aid 
volatility (Bulir & Hamann, 2003 and Clarke et al., 2008). 
 
 
 
6.6. Measuring Aid Volatility  
In the light of the theoretical and empirical literature review sections, the following six 
methods are commonly used to measure the volatility of aid inflows: 
1. Aid volatility can be measured by calculating the ratio of aid volatility to volatility of 
other sources of domestic revenue. Here both aid and domestic revenue are converted in 
terms of their share in GDP. The variances of both series are calculated to compute the 
relative volatility measure. (Bulir & Hamann, 2003 and Gabriele et al., 2000). 
2. Aid volatility is measured by calculating the standard deviation as a proportion of the 
mean value of the series; or the standard deviation around simple time series; or the 
standard deviation around a forecast trend (Osei et al., 2004).  
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3. ARCH and GARCH methods are also used to examine the effect of aid volatility on 
economic growth of an economy. Both methods are useful to detect the phenomenon of 
the volatility clustering present in case of financial time series (Bollerslev, 1986).  
4. Aid volatility can also be measured by the variance based method using a symmetric 
distribution of the aid series as a percentage of gross national income (Fielding & 
Mavrotas, 2005).  
5. Aid volatility can be measured by computing the coefficient of variation (CV) which is 
calculated by the standard deviation of aid divided by its mean (Levine & Dollar, 2005; 
Vargas-Hill, 2005 and Clarke et al, 2008).  
6. Simple year-on-year variations method is also used by the aid recipient countries to 
determine the aid volatility in the South Asian countries (Clarke et al., 2008). The CV 
method considers as the most popular method in calculating aid volatility due to its 
ability to measure the degree of variations in actual aid distributions, even if having 
different mean value for each series.  
 
Section-I 
6.7. Analytical Narrative of Aid Volatility in India, Pakistan 
and Sri Lanka 
This section analytically examines volatility of aid inflows in three major south Asian 
economies, by considering their fluctuations present in the annual receipts with other public 
revenue sources. In addition, we discuss aid volatility relative to different types of bilateral 
donors, multilateral donors and various aid types in all the three countries.  For analytical 
discussion, we use both Year to Year variation and CV method. Before the analysis, first we 
have to know the significance of the foreign aid inflows toward economic growth. The 
following figure 6.2 shows the share of foreign aid inflows to GDP in case of India, Pakistan 
and Sri Lanka, 1970-7 to 2013-14. 
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Figure 6.2: Share of Foreign Aid Inflows to GDP in India, Pakistan and Sri Lanka, 1970-71 to 
2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
The above figure 6.2 shows the share of ODA as a proportion of GDP shows a 
declining trend in case of all the three countries. The share of ODA to GDP is highest in 
Pakistan followed by Sri Lanka and India. The result is quite obvious as the adoption of 
economic reforms measures in 1990s, encourage the private foreign investors to invest in the 
developing countries and the amount of foreign aid gradually replaced by the foreign private 
investment. Then, we examine the fluctuations in aid inflows in all the three South Asian 
countries during 1966-67 to 2013-14. The following figure 6.3 shows the aid volatility in its 
annual receipts by using the Year-on-Year variation method for all the three countries. 
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Figure 6.3: Year-on-Year variation of Foreign Aid Inflows to India, Pakistan and Sri Lanka, 
1966-67 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
The figure 6.3 shows that aid disbursement to all the three countries, which indicates 
fluctuating trend during the study period. The fluctuation of aid disbursement is less 
comparatively in Sri Lanka in comparison to other two countries because of political 
instability, frequent occurrence of natural calamity and the terrorist activities.  
 
 
6.7.1. Aid Volatility by Different Types 
Foreign aid comes in different forms such as bilateral, multilateral, technical assistance and 
grants (excluded technical assistance) and it is crucial to examine which types of aid inflows 
are more volatile in nature. However, it will help the recipient parties to take prior steps to 
reduce the fluctuation of aid inflows and enable them to implement appropriate policy 
measure to make the aid stable. The table 6.1 shows aid volatility in different forms of aid 
inflows to three South Asian countries during 1970-71 to 2013-14.   
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Table 6.1 
Aid Volatility by Aid Types in India, Pakistan and Sri Lanka, 
1970-71 to 2013-14 
 
Types of Aid Inflows Mean Standard Deviation CV 
India 
Bilateral Aid Flows 1060000000 504000000 0.4754 
 
Multilateral Aid Flows 883000000 527000000 0.5968 
Technical Assistance 252000000 125000000 0.4960 
Grants 631000000 267000000 0.4231 
Pakistan 
Bilateral Aid Flows 
3990000008 219000000 0.548872 
Multilateral Aid Flows 
5020000008 430000000 0.856574 
Technical Assistance 
150000000 89934816 0.599565 
Grants 
559000000 688000000 1.230769 
Sri Lanka 
Bilateral Aid Flows 
303000000 345000000 1.138614 
Multilateral Aid Flows 
155000000 107000000 0.690323 
Technical Assistance 
68805455 34359728 0.499375 
Grants 
184000000 138000000 0.75 
    Source: Authors’ calculation by using the dataset of WDI, 2015 
 
The above table 6.1 uses the CV method to measure the volatility of different types 
of aid inflows to three south Asian countries during 1970-71 to 2013-14.  By comparing the 
CV value, we find the volatility of bilateral aid inflow is much higher in Sri Lanka with 
1.13, Pakistan (0.54) and India (0.47) respectively. This shows that volatility of multilateral 
aid inflow is much higher in Pakistan (0.85), Sri Lanka (0.69) and India (0.59) respectively. 
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In case of technical assistance volatility Pakistan occupies the first position (0.59) and other 
two countries have got relatively less volatile in technical assistance. In case of volatile in 
grants receipts, Pakistan occupies the first rank (1.23) followed to Sri Lanka (0.75) and India 
(0.42). If we compare fluctuations of present situation within the country, then aid volatility 
is higher in case of multilateral aid inflows (0.59) in India followed by technical assistance, 
bilateral inflows and grant amount. Similarly, in Pakistan, aid volatility is higher in grant 
receipts (1.23) followed by multilateral aid inflows, technical assistance and bilateral aid 
inflows. In Sri Lanka, aid volatility is higher for bilateral aid inflow (1.13) followed by grant 
receipts, multilateral aid inflows and technical assistance. A smaller value of CV indicates 
more homogenous, more stable and less volatile. On the basis of the CV value, the 
government of all the three countries should try to reduce the fluctuations of aid inflows by 
implementing proper strategies.  
 
 
6.7.2. Aid Volatility by Multilateral Donors  
This section deals with the measurement of aid volatility by specific donors types by using 
the CV method. There are various multilateral agencies established with the aim to help the 
developing countries to reduce poverty and accelerate their growth process. Since Second 
World War, they have been providing huge amount of financial assistance such as ODA to 
their member countries for welfare purposes. Even after many years passed, still aid 
programs are not able to fulfill all its developmental goals. Aid volatility is considered as 
one of the cause of aid ineffectiveness. To examine the aid volatility of multilateral 
agencies, we considers five major multilateral agencies such as International Fund for 
Agricultural Development (IFAD), International Bank for Reconstruction and Development 
(IBRD), International Development Association (IDA), United Nations International 
Children’s Emergency Fund (UNICEF) and United Nations Development Program (UNDP). 
First, we examine the presence of aid volatility in the aid disbursement provided by these 
five major multilateral aid agencies to India, Pakistan and Sri Lanka. The following table 6.2 
shows the aid volatility during 1980-81 to 2013-14. 
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Table 6.2 
Coefficient of Variations by Multilateral Donors to India, Pakistan and Sri Lanka, 1980-81 to 
2013-14 
 India Pakistan Sri Lanka 
IFAD 3.87398374 1.6142713 0.9242363 
IBRD 0.51754386 4.3330661 0.837559 
IDA 0.892867675 1.0039841 0.5317542 
UNICEF 0.294315626 0.308154 0.6401471 
UNDP 0.329910331 1.8568597 0.4807509 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
The above table 6.2 uses the CV method to measure the volatility of aid 
disbursement provided by the five major multilateral agencies to three south Asian countries 
during 1980-81 to 2013-14. If we compare the CV value of multilateral agencies, then it has 
shown that volatility of IFAD aid disbursement is much higher in case of India (3.87), 
followed by Pakistan (1.61) and Sri Lanka (0.92) respectively. In case of IBRD aid 
disbursement, aid volatility is much higher in case of Pakistan (4.33), which is followed by 
Sri Lanka (0.83) and India (0.51) respectively. Similarly, IDA aid is more volatile in 
Pakistan (1.003), followed by India (0.89) and Sri Lanka (0.53) respectively. If we consider, 
UNICEF aid disbursement then it is more fluctuating in case of Sri Lanka (0.64), followed 
by Pakistan (0.3) and India (0.29) respectively. In case of UNDP aid inflows, fluctuation of 
aid disbursement is higher in Pakistan (1.85) followed by Sri Lanka (0.48) and India (0.32) 
respectively. If we analyze individual country study, then aid disbursement provided by the 
IFAD agencies have shown higher fluctuations in both India (3.87) and Sri Lanka (0.92) 
whereas it is IBRD aid disbursement in case of Pakistan (4.33) respectively.   
 
 
6.7.3. Aid Volatility by Bilateral Donors  
In this section, we examine the aid volatility in the aid disbursement provided by the ten 
major bilateral donors of these three countries during 1972-73 to 2013-14. These ten 
bilateral donors are USA, UK, European Union (EU), Australia, Canada, Germany, 
Switzerland, Japan, Netherlands and Sweden. The following table 6.3 shows the aid 
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volatility in the aid disbursement provided by the ten major bilateral donors of the three 
South Asian countries during 1972-73 to 2013-14. 
 
Table 6.3 
Coefficient of Variations by Bilateral Donors to India, Pakistan and Sri Lanka, 1972-73 to 
2013-14   
 India Pakistan Sri Lanka 
USA 0.86719 1.339207 0.82077 
UK 0.731915 1.296861 0.905046 
EU 0.530702 1.362486 1.226669 
Australia  0.720193 1.768421 1.21504 
Canada 2.090425 0.626289 0.819766 
Germany 0.959677 0.791994 0.901302 
Switzerland 0.48189 0.621992 0.851436 
Japan 0.948387 0.732919 0.638727 
Netherlands 1.514517 0.473745 0.788075 
Sweden 0.841927 1.141622 0.615136 
              Source: Authors’ calculation by using the dataset of WDI, 2015 
 
The above table 6.3 uses the CV method to measure the volatility of aid 
disbursement provided by the five major multilateral agencies to three South Asian countries 
during 1980-81 to 2013-14. If we compare the CV value of bilateral donors, then it shows 
that the aid provided by the Canadian government is more volatile (2.09) in India followed 
by Netherlands (1.51), Germany (0.95), Japan (0.94), USA (0.86), Sweden (0.84), UK 
(0.73), Australia (0.72), EU (0.53) and Switzerland (0.48) respectively. Similarly, in case of 
Pakistan, aid provided by the Australian government (1.17) is more volatile in nature which 
is followed by EU (1.36), USA (1.33), UK (1.29), Sweden (1.14), Germany (0.79), Japan 
(0.73), Canada (0.626), Switzerland (0.621) and Netherlands (0.47) respectively. In case of 
Sri Lanka, volatility of aid disbursement is higher in case of foreign aid inflows provided by 
the EU (1.22) which is followed by Australian government (1.21), UK (0.9), Germany (0.9), 
Switzerland (0.85), USA (0.82), Canada (0.81), Netherlands (0.78), Japan (0.63) and 
Sweden (0.61) respectively.  
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6.7.4. Aid Volatility Relative to Other Sources of Government Revenue  
This section deals with the fluctuations present in the aid inflows with comparison to other 
sources of government revenues. There are two major sources of government revenue i.e., 
external and internal earnings. Further, external earning source is classified into three 
categories such as domestic income, tax revenue and earnings from export whereas internal 
source are classified into three categories namely ODA, remittances and FDI. The following 
table 6.4 shows the fluctuations of aid volatility relative to other major sources of 
government revenue in these three South Asian countries during 1990-91 to 2013-14. 
 
Table 6.4  
Coefficient of Variations of Different Sources of Government Revenue to India, 
Pakistan and Sri Lanka from 1990-91 to 2013-14 
 India Pakistan Sri-Lanka 
GCF % of GDP 0.207254 0.102048 0.096599 
Ex % of GDP 0.390467 0.107915 0.169251 
Tax % of GDP 0.279952 0.150953 0.141822 
FDI % of GDP 0.816169 0.753109 0.717326 
ODA % of GDP 0.316245 0.434467 0.41618 
Remittances % of GDP 0.360585 0.384495 0.172357 
       Source: Authors’ calculation by using the dataset of WDI, 2015 
 
The above table 6.4 uses the CV method to measure the volatility of aid 
disbursement relative to other major sources of government revenue in India, Pakistan and 
Sri Lanka during 1990-91 to 2013-14. This shows that total capital formation made by the 
government is less volatile in comparison to other sources of public revenue in case of all 
the three countries. We also analyze the fluctuation of different sources of government 
revenue individually. In case of India, the amount of FDI inflows are more volatile (0.81) 
which is followed by tax revenue, remittances, export earnings, ODA and total domestic 
capital meant for investment respectively. In case of Pakistan, FDI inflows  is more 
fluctuating in nature (0.75) like India and further it is followed by remittances, ODA, tax 
revenue and export earning respectively. In case of Sri Lanka FDI inflows (0.71) are more 
volatile in nature followed by ODA inflows, export earnings and tax revenue respectively.  
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This result are quite obvious given that FDI inflows are guided by the profit motive so the 
private investors are ready to invest up to that point when there is a chance to earn profit. 
With the occurrence of any kind of political disturbances or economic crisis, they suddenly 
reduce the amount of investment.   
 
 
6.8. Comparative Analysis of CV Results  
This section analytically examines the volatility of aid inflows in the three major South 
Asian countries by using the Year-to-Year variation method and CV method. The CV 
method shows that volatility of aid inflows is higher than the domestic revenue sources in all 
the three countries. The observation on aid volatility relative to other sources of domestic 
revenue are supported by the findings of Gemmell and McGillivray (1998), Bulir and Lane 
(2002) and Hudson and Mosley (2008) that argue that aid inflows becomes more volatile 
than other revenue government sources of aid recipient countries. While aid volatility is 
lower as compared to the private foreign investment in case of all the three countries. 
However, aid volatility analysis by types of aid, bilateral donors, multilateral agencies and 
compare to other revenue sources of government of the recipient countries show that aid 
inflows becomes volatile in all the analysis. This chapter concludes that the analytical 
examination of aid volatility for all the three countries is significant.  
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Section-II 
6.9. Impact of Aid Volatility on Economic Growth of India, 
Pakistan and Sri Lanka 
This section aims to empirically examine the impact of aid volatility on economic growth of 
the three South Asian countries. Volatility clustering of the variables decides the appropriate 
methods for measuring volatility of the variables. If we compare the fluctuations of ODA 
inflows then its fluctuations over time are not that much high as compared to other private 
foreign capitals like, FDI and FPI. This study uses the standard deviation method to generate 
the volatility series of the foreign aid i.e. ODA. We use simple regression or OLS technique 
to examine the impact of aid volatility on economic growth of the three South Asian 
countries. 
 
 
6.10. Data Sources, Variable Descriptions and Econometric 
Tools 
To examine the impact of aid volatility on economic growth of India, Pakistan and Sri 
Lanka, we use annual time series data covering the time period from 1980-81 to 2013-14. 
All the variables are considered in terms of US $ (real value). Due to high variation in the 
original values of the variables, all the variables are converted into their natural log. 
Economic growth models by Harrod-Domar Model, Solow Model, Big push theory 
(Roesenstein Rodan), unbalanced growth theory (Albert Hirschman), two gap model 
believed that capital is considered as the major determinant of economic growth. Based on 
the findings of these growth models and availability of the uniform secondary annual time 
series data set for all the three countries, the following macro-economic indicators have been 
selected for analysis. We have considered both domestic and foreign sources of capital. 
Domestic sources of capital include domestic investment made by the government and the 
foreign exchange earnings from export sector. We have taken both types of foreign capital 
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such as, official flows in terms of foreign aid (ODA) and private foreign capital in terms of 
FDI. Aid volatility series is generated by using the standard deviation method. We use the 
following macroeconomic variables like Gross Domestic Product (GDP, as an indicator of 
economic growth), Official Development Assistance (ODA, as an indicator of foreign aid), 
FDI as an indicator of private foreign capital, Gross Capital Formation (GCF, as an indicator 
of domestic investment), Export earnings (Ex), Population growth rate (Popu) and aid 
volatility series (VODA) for its empirical analysis. All the data for this study have been 
collected from World Development Indicators (WDI) published by World Bank in 2015 in 
order to maintain uniformity and to avoid all types’ errors occurs at the time of data 
collection, conversion and interpretation. In the light of the above discussion of the literature 
review and variables definition section, the following equation is used as the basic model to 
examine the impact of aid volatility on economic growth of India, Pakistan, Sri Lanka 
during 1980-81 to 2013-14. We considered GDP as the indicator of economic growth. 
 
lnGDP = f {lnGCF, lnEx, lnODA, lnVODA, lnFDI,  (6.1) 
 
Here, GDP is taken as the dependent variable and other variables are considered as 
independent variables. The following model is specified to examine the impact of aid 
volatility on economic growth of these three countries. This employs the ordinary least 
squares (OLS) test to measure the impact of all independent variables on economic growth. 
The following three equations are framed to examine the impact of aid volatility on 
economic growth of India, Pakistan and Sri Lanka respectively:  
 
(lnGDPit) = 0 + 1 lnGCFit+ 2 lnExit+ 3 lnODA it+ 4 lnVODAit  + 5 lnFDIit+  uit ....(6.2) 
(lnGDPpt) = 0 + 1 lnGCFit+ 2 lnExit+ 3 lnODA it+ 4 lnVODAit  + 5 lnFDIit + upt  ...(6.3) 
(lnGDPst) = 0 + 1 lnGCFst+ 2 lnExst+ 3 lnODA st+ 4 lnVODAst  + 5 lnFDIst  +ut.....(6.4) 
 
Here, 
lnGDPt = Log value of GDP (as an indicator of economic growth) during the time period t  
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lnGCF t = Log value of Gross Capital Formation during the time period t  
lnEXPt = Log value of export earnings during the time period t 
lnODAt = Log value of Official Development Assistance during the time period t 
lnVODAt = Log value aid volatility during the time period t 
lnFDIt = Log value Foreign Direct Investment during the time period t 
ut =  White Noise term/Error term/ Disturbance term 
it, pt and st indicates variables of India, Pakistan and Sri Lanka during the time period t 
respectively. 
 
After the model specification, we employ OLS techniques for the empirical analysis. 
We have used annual time series data of 34 years which contains some trend. While working 
with the time series data, the first step is to identify whether the series is stationary or not. If 
the variables of a time series data do not satisfy the unit root test or non-stationary random 
processes, then the modelling of the dependent and explanatory variables will generate 
spurious regression result due to the effect of the common trend. Unit root test is a pre-
requisite of testing long run relationship between two or more time series data (Granger, 
1981). The study needs to test stationarity of the variables using unit root tests, namely 
Augmented- Dicky Fuller (ADF) test to avoid the spurious regression results. After getting 
the time series data in the stationary form, we calculate the descriptive statistics and 
regression results for all the three countries separately.  
 
 
6.11. Empirical Results and Discussion of India 
This section empirically examines the impact of aid volatility on economic growth of India 
by using the OLS test. The statistical properties of the variables are checked before applying 
any time series technique to establish the dynamic relationship. Table 6.5 presents the 
summary statistics of the variables such as lnGDP, lnGCF, lnODA, lnFDI, lnEx and 
lnVODA for the period from 1980-81 to 2013-14. The mean values are similar to some 
extent whereas the variability measured by the standard deviation shown that variables are 
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not similar. The maximum and the minimum values show the range in between which the 
values of the variables are lying. This result shows that maximum value is 28.02 whereas the 
minimum value is 16.17. Skewness helps us to determine the nature and extent of the 
concentration of the observations towards the highest or the lowest values of the variables. 
Here the skewness values of all the variables such as, lnFDI, lnODA and lnVODA (except 
lnGDP, ln Ex and lnGCF) are negatively skewed which indicates that the frequency curve of 
all the distributions are not symmetric rather they are stretched more to the left side or have 
a longer tail towards the left side (positively skewed means longer tail towards the right 
side). The kurtosis values of all the variables are smaller than 3 (except lnODA and 
lnVODA), which show that all the variables have platykurtic curve (leptokurtic curve). 
 
Table 6.5 
Summary Statistics for India, 1980-81 to 2013-14 
  lnGDP lnGCF lnFDI lnEx lnODA lnVODA 
 Mean 26.96202 25.637 21.05483 24.70764 21.35417 19.07874 
 Median 26.9223 25.49286 21.75637 24.55598 21.39813 19.34146 
 Maximum 28.02965 26.98248 24.33067 26.59332 21.98274 21.08144 
 Minimum 26.04124 24.4585 15.62313 23.32432 20.52337 16.17745 
 Std. Dev. 0.600097 0.805221 2.385941 1.118925 0.304962 1.244839 
 Skewness 0.206785 0.378527 -0.39463 0.291937 -0.93368 -0.80036 
 Kurtosis 1.866233 1.830702 2.031541 1.670067 4.627374 3.036021 
 Jarque-Bera 2.063327 2.748885 2.211186 2.988643 8.691786 3.631797 
 Probability 0.356414 0.252981 0.331014 0.224401 0.01296 0.162692 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
To test the stationary properties of the variables, Augmented Dickey-Fuller (ADF) 
test has used. The result of the unit root test (using ADF test) has shown in the following 
table 6.6.  
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Table 6.6 
ADF Unit Root Test Result for India 
 
 
 
 
 
 
Notes: *, ** and *** indicate significant at 1%, 5% and 10% level respectively 
Source: Authors’ calculations by using E-views software 
 
The ADF test result is presented in table 6.6 shows that all the variables are 
stationary at their first difference and indicates that null hypothesis for all the variables are 
rejected in their first differences at ADF test. Thus all the time series variables are stationary 
and integrated of same order i.e., I(1). In short, few variables have stationary in their level 
but all the variables become stationary when they are converted into their first differences. 
Next, we have estimated the equation with Ordinary Least Square (OLS) method. Further, 
we calculate the simple OLS test to find out the impact of foreign aid on economic growth 
during the period of study where GDP is the dependent variable. The following table 6.7 
shows the simple OLS test result for India. 
 
Table 6.7 
 Simple OLS Results 
(Impact of Aid Volatility on Economic Growth of India) 
 
Dependent Variable: D(LGDP) 
Method: Least Squares 
Time Period: 1980-81 to 2013-14 
Variable Coefficient t-Statistic Prob. 
C 0.047531 8.966051 0.0000 
lnGCF 0.13176 3.724093 0.0009 
lnEx 0.031538 2.136613 0.0309 
Variables ADF ADF 
 Level 1
st
 Differences 
 Without 
Trend 
With 
Trend 
Without 
Trend 
With Trend 
lnGDP 2.27 -1.007 -4.78* -5.54* 
lnGCF 0.11 -1.91 -7.2* -7.28* 
lnEx 1.55 -2.93 -4.94* -5.24* 
lnODA -2.02 -1.2 -7.73* -7.59* 
lnVODA -1.46 -2.34 -11.98* -11.82* 
lnFDI -0.92 -3.01 -6.1* -3.88** 
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lnODA -0.001721 -2.1421 0.0577 
lnVODA -0.00375 -1.2277 0.075 
lnFDI -0.007498 -1.822894 0.0794 
R-squared-0.64, Adjusted R-squared-0.56, Durbin Watson 
stat-1.89, Akaike Info Criterion (AIC): -5.08, Schwarz Info 
Criterion (SIC): -4.8, Prob (F-statistics): 0.001008 
Source: Authors’ calculation by using E-Views software 
 
The regression results presented in table 6.7 are considered appropriate for the 
analysis of the fitted model (e.g. equation 6.17) for India. The value of R
2 
is
 
0.64
 
and 
adjusted R
2 
value is less than the value of adjusted R
2
 i.e. 0.56. The value of R
2
 is also 
known as coefficient of determination and used to know the goodness of the fitted model. 
The value of R
2 
(0.64) indicates that 64 percent variation in the dependent variable i.e. 
lnGDP is explained by the explanatory variables included in the model of India. The other 
36 percent variations are captured by the exogenous variables included in the error term. The 
value of Durbin-Watson (DW) statistic is 1.89 indicates lower chances of the presence of 
auto-correlations in the error term. The estimated regression test results (presented in table 
6.7) has used to analyze equation 6.2 satisfied all the criteria of a good model.  
 
(lnGDPit) = 0 + 1 lnGCFit+ 2 lnExit+ 3 lnODA it+ 4 lnVODAit  + 5 lnFDIit+  uit 
Equation 6.2 can be rewrite after putting the estimated values of the variables (presented in 
table 6.7) in their respective places: 
 
(lnGDPit) = 0.047 + 0.13 lnGCFit+ 0.03 lnExit - 0.001 lnODA it – 0.003 lnVODAit 
-0.007FDIit+  uit …………………(6.5) 
t-statistics   (3.72*) (2.13*)      (-2.14*)     (-1.22)    (-1.82) 
 
From the above regression results (e.g. equation 6.5), we observe that the estimated 
coefficients of lnGCF, lnEx and lnODA have shown significant impact on economic growth 
of India during the study period. Out of these four variables, lnGCF and lnEx have shown 
significant positive impact on economic growth of India whereas lnODA has shown 
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significant negative impact on growth. The estimated coefficients of both lnVODA and 
lnFDI have shown insignificant impact on growth that means no exact inference can be 
drawn about their impact on economic growth of India particularly in the study period. The 
regression results have found that 1 percent increase in the domestic investment for lnGCF 
leads to 13 percent rise in economic growth for lnGDP of India. The estimated coefficient of 
lnEx has shown that 1 percent rise in export sector earning leads to 3 percent increase in the 
economic growth of India. The estimated results indicate that domestic investment has 
shown highest significant positive impact on economic growth of India, followed by the 
export sector performance during the study period. At the same time, the estimated 
regression coefficient of lnODA has shown that they have significant negative impact on 
economic growth of India. Coefficient value of lnODA has shown that 1 percent rise in 
foreign aid inflows leads to fall of 3 percent in economic growth i.e. lnGDP in India. The 
whole analysis of OLS test result for India can be concluded that domestic investment and 
earning from export sector positively contributes towards the growth process whereas aid 
inflows has shown significant impact on growth.  
 
Our study is based on the time series data of 34 years. To check the goodness of the 
fitted model and the existing problems with the regression model, we conduct diagnostic 
tests. Here diagnostic tests include four tests such as, normality test, ARCH effect, 
heteroskedasticity test and Breusch-Godfrey serial correlation LM test. Acceptance or 
rejections of the diagnostic criterion are decided by the probability value. The results of the 
diagnostic checking criteria are given in the following table 6.8. The test results shows that 
this model is good fit as it satisfies all the criteria of a good model such as, there is no arch 
effect, residuals are normally distributed, serial correlation does not exist and residuals are 
homoscedastic.  
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Table 6.8 
Diagnostic Checking Criteria 
Criteria Prob. 
Value 
Ho: Null 
Hypothesis 
Interpretation  
Normality Test 0.71 Accept Residuals are normally 
distributed 
ARCH Effect 0.95 Accept No ARCH Effect 
Heteroskedasticity test 0.16 Accept Heteroskedasticity 
Problem is not exist 
Breusch-Godfrey Serial 
Correlation LM test 
0.92 Accept Serial Correlation 
Does not Exist 
Source: Authors’ calculation by using E-Views software 
 
The Cumulative Sum of Squares (CUSUM) test is based on the cumulative sum of 
the recursive residuals (Brown et al. 1975). CUSUM test is used to test the stability of the 
dependent variable. This test graphically plots the cumulative sum together with 5 percent 
critical lines. The variable becomes stable if the cumulative sum lies within the area between 
the two critical lines. The result of the CUSUM test and CUSUM Square test are presented 
in the following figure 6.4 (A) and (B), which shown that the dependent variable GDP is 
stable over the study period as it lies with the two critical lines.  
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Figure 6.4: Stability Test of the Dependent Variable such as lnGDP in India (A) and (B) 
Source: Authors’ calculation by using E-Views software 
 
 
6.12. Empirical Results and Discussion of Pakistan 
This section empirically investigates the impact of aid volatility on economic growth of 
Pakistan by using the OLS test. The statistical properties of the variables are checked before 
applying any time series technique to establish the dynamic relationship. Table 6.9 presents 
the summary statistics of the variables such as lnGDP, lnGCF, lnODA, lnFDI, lnEx and 
lnVODA for the period from 1980-81 to 2013-14. The mean values are similar to some 
extent whereas the variability measured by the standard deviation shown that variables are 
not similar. The maximum and the minimum values show the range in between which the 
values of the variables are lying. This result shows that maximum value is 25.69 whereas the 
minimum value is 14.8. Here the skewness values of all the variables such as, lnGDP, 
lnGCF, lnFDI, lnEx and lnVODA (except lnODA) are negatively skewed which indicates 
that the frequency curve of all the distributions are not symmetric rather they are stretched 
more to the left side or have a longer tail towards the left side (positively skewed means 
longer tail towards the right side). The kurtosis values of all the variables are smaller than 3 
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(except lnVODA), which show that all the variables have platykurtic curve (leptokurtic 
curve). 
Table 6.9 
Summary Statistics for Pakistan, 1980-81 to 2013-14 
  lnGDP lnGCF lnFDI lnEx lnODA lnVODA 
 Mean 25.02432 23.52799 20.0432 22.96 21.08692 18.84089 
 Median 25.06765 23.5939 20.1172 23.01864 21.0357 19.00244 
 Maximum 25.69181 24.00058 22.22091 23.76493 21.6904 20.80518 
 Minimum 24.17979 22.80717 17.50349 21.81022 20.51833 14.80262 
 Std. Dev. 0.442513 0.316522 1.156789 0.599202 0.307478 1.320972 
 Skewness -0.24007 -0.54853 -0.15636 -0.35239 0.163709 -0.9088 
 Kurtosis 1.9865 2.556667 2.644075 1.983509 1.964932 4.071399 
 Jarque-Bera 1.781756 1.98346 0.317999 2.167468 1.66964 6.306344 
 Probability 0.410295 0.370934 0.852997 0.33833 0.433953 0.042716 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
To test the stationary properties of the variables, unit root test i.e. Augmented Dickey-Fuller 
(ADF) test has been used. The result of the ADF test with level and 1
st
 difference are 
presented in table 6.10.  
 Table 6.10   
ADF Unit Root Test Result for Pakistan 
 
 
Notes: *, ** and *** indicate significant at 1%, 5% and 10% level respectively 
Source: Authors’ calculations by using E-views software 
 
The ADF test results are presented in table 6.10 which shows that all the variables 
are stationary at their first difference. Thus, all the time series variables are stationary and 
integrated of same order i.e., I(1). These stationary variables are used in the OLS test to 
Variables ADF ADF 
 Level 1
st
 Differences 
 Without 
Trend 
With 
Trend 
Without 
Trend 
With Trend 
lnGDP -1.74 -2.13 -3.42* -3.75* 
lnGCF -2.75 -2.06 -4.74* -5.26* 
lnEx -1.58 -2.13 -6.07* -6.12* 
lnODA -1.13 -1.59 -6.53* -6.42* 
lnVODA -2.55 -2.51 -6.21* -6.11* 
lnFDI -2.04 -3.13 -4.89* -4.83* 
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examine the impact of aid volatility on economic growth of Pakistan. Further, we estimated 
the equation with Ordinary Least Square (OLS) method. Here, we calculate the simple OLS 
test to find out the impact of foreign aid on economic growth where GDP the dependent 
variable. The table 6.11 shows the simple OLS test result for Pakistan. 
 
Table 6.11 
Simple OLS Results 
(Impact of Aid Volatility on Economic Growth of Pakistan) 
 
Dependent Variable: D(LGDP) 
Method: Least Squares 
Time Period: 1980-81 to 2013-14 
Variable Coefficient t-Statistic Prob. 
C 0.038 10.9845 0.000 
lnGCF 0.117 2.334 0.0273 
lnEX 0.037 1.3584 0.1856 
lnODA -0.025 -2.1874 0.0497 
lnVODA -0.052 -2.3458 0.0415 
lnFDI 0.014 2.2337 0.034 
R-squared-0.58, Adjusted R-squared-0.47, Durbin Watson 
stat-1.84, Akaike Info Criterion (AIC): -5.19, Schwarz Info 
Criterion (SIC): -4.92, Prob (F-statistics): 0.017 
Source: Authors’ calculation by using E-Views software 
 
The regression results of table 6.11 are considered as appropriate for the analysis of 
the fitted model (e. g. equation 6.3) for Pakistan. The value of R
2 
is
 
0.58
 
and adjusted R
2 
value is less than the value of R
2
 i.e. 0.47. The value of R
2 
(0.58) indicates that 58 percent 
variation in the dependent variable i.e. lnGDP is explained by the explanatory variables 
included in the model in Pakistan. The other 42 percent variations are captured by the 
exogenous variables included in the error term. The value of Durbin-Watson (DW) statistic 
is 1.84 which indicates lower chances of the presence of auto-correlations in the error term. 
The estimated regression test results are used to analyze in equation 6.3 to satisfy all the 
criteria of a good model.  
  
(lnGDPpt) = 0 + 1 lnGCFit+ 2 lnExit+ 3 lnODA it+ 4 lnVODAit  + 5 lnFDIit + upt   
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After putting the coefficient values of the variables in their respective places, the equation 
6.3 can be written as follows: 
 
(lnGDPpt) = 0.038 + 0.11 lnGCFit+ 0.037 lnExit – 0.025 lnODA it -0.052  lnVODAit   
+ 0.014 lnFDIit + upt….. (6.6) 
t-statistics   (2.33*) (1.35)       (-2.18*)     (-2.34*)    (2.23)          
 
From the above regression results (e.g. equation 6.6) it is observed that, the estimated 
coefficients of lnGCF, lnODA, lnVODA and lnFDI have shown significant impact on 
economic growth of Pakistan during the study period. Out of these four variables, lnGCF 
and lnFDI have shown significant positive impact on economic growth of Pakistan whereas 
lnODA and lnVODA have shown significant negative impact on growth.  The estimated 
coefficient of lnEx has shown insignificant impact on growth that means no exact inference 
can be drawn about its impact on economic growth of Pakistan particularly in the study 
period. The regression results have found that 1 percent increase in the domestic investment 
i.e. lnGCF leads to 11 percent rise in economic growth i.e. lnGDP of Pakistan. The 
estimated coefficient of lnFDI has shown that 1 percent rise in foreign direct investment 
inflows leads to 1.4 percent increase in the economic growth of Pakistan. The estimated 
results indicate that domestic investment has shown highest significant positive impact on 
economic growth of Pakistan followed by the investment made by the FDI investors during 
the study period. At the same time, the estimated regression coefficients of both lnODA and 
lnVODA have shown that they have significant negative impact on economic growth of 
Pakistan during the study period. Coefficient value of lnODA has shown that 1 percent rise 
in foreign aid inflows leads to fall of 2.5 percent in economic growth i.e. lnGDP in Pakistan. 
Similarly 1 percent fluctuations in aid inflows has shown fall of 5.2 percent in economic 
growth of Pakistan. The whole OLS test result for Pakistan has concluded that domestic 
investment and foreign direct investment positively contribute towards the growth process 
whereas both net aid inflows and its volatility have shown significant impact on growth.  
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The results of the diagnostic checking criteria for Pakistan are presented in table 6.12. The 
test results shows that this model is also fitted well as it satisfies all the criteria of a good 
model such as, there is no arch effect, residuals are normally distributed, no serial 
correlation and residuals are homoscedastic.  
Table 6.12 
Diagnostic Checking Criteria 
Criteria Prob. 
Value 
Ho: Null 
Hypothesis 
Interpretation  
Normality Test 0.88 Accept Residuals are normally 
distributed 
ARCH Effect 0.33 Accept No ARCH Effect 
Heteroskedasticity test 0.8 Accept Heteroskedasticity 
Problem is not exist 
Breusch-Godfrey Serial 
Correlation LM test 
0.4 Accept Serial Correlation does 
not Exist 
Source: Authors’ calculation by using E-Views software 
 
The result of the CUSUM test and CUSUM Square test have has presented in figure 
6.5, (A) and (B) which depicts that the dependent variable GDP is stable over the study 
period as it lies with the two critical lines for Pakistan.  
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Figure 6.5: Stability Test of the Dependent Variable such as lnGDP in Pakistan (A) and (B)   
Source: Authors’ calculation by using E-Views software 
 
 
6.13. Empirical Results and Discussion of Sri Lanka 
This section examines the impact of aid volatility on economic growth of Sri Lanka by using 
the OLS test. The statistical properties of the variables are checked before applying any time 
series technique to establish the dynamic relationship. Table 6.13 presents the summary 
statistics of the variables such as lnGDP, lnGCF, lnODA, lnFDI, lnEx and lnVODA for the 
period from 1980-81 to 2013-14. The mean values are similar to some extent whereas the 
variability measured by the standard deviation shown that variables are not similar. The 
maximum and the minimum values show the range in between which the values of the 
variables are lying. This result shows that maximum value is 24.43 whereas the minimum 
value is 12.79. Skewness helps us to determine the nature and extent of the concentration of 
the observations towards the highest or the lowest values of the variables. Here the skewness 
values of all the variables such as, lnFDI, lnODA and lnVODA , lnGDP, ln Ex and lnGCF 
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are positively skewed which indicates that the frequency curve of all the distributions are not 
symmetric rather they are stretched more to the right side or have a longer tail towards the 
right  side. The kurtosis values of all the variables are smaller than 3 (except lnVODA), 
which show that all the variables have platykurtic curve (leptokurtic curve). 
 
Table 6.13 
Summary Statistics for Sri Lanka, 1980-81 to 2013-14 
  lnGDP lnGCF lnFDI lnEx lnODA lnVODA 
 Mean 23.55529 22.21202 18.95454 22.33704 20.26101 17.84937 
 Median 23.5462 22.06462 19.17756 22.5175 20.35979 18.06822 
 Maximum 24.43814 23.23353 20.22331 22.94518 20.93487 19.83159 
 Minimum 22.80459 21.57922 17.2839 21.60438 19.38425 12.79759 
 Std. Dev. 0.475501 0.500049 0.855552 0.473049 0.444575 1.350359 
 Skewness 0.189773 0.600306 -0.17967 -0.38731 -0.36034 -1.50068 
 Kurtosis 1.912964 2.06102 1.883984 1.51441 2.044317 6.869928 
 Jarque-Bera 1.878079 3.291135 1.947374 3.976621 2.029652 33.97801 
 Probability 0.391003 0.192903 0.377688 0.136927 0.362466 0 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
Unit root test i.e. Augmented Dickey-Fuller (ADF) test has been used to check the 
stationary properties of the variables used in the model (shown in equation 6.4). The result 
of the ADF test with level and 1
st
 difference has shown in table 6.14.  
 
Table 6.14 
ADF Unit Root Test Result for Sri Lanka 
 
 
 
 
 
 
 
 
 
 
 
 
Notes: *, ** and *** indicate significant at 1%, 5% and 10% level respectively 
Source: Authors’ calculations by using E-views software 
Variables ADF ADF 
 Level 1
st
 Differences 
 Without 
Trend 
With 
Trend 
Without 
Trend 
With Trend 
lnGDP 2.29 -0.04 -4.14* -4.83* 
lnGCF 1.55 -1.73 -5.37* -5.65* 
lnEx -0.63 -1.28 -5.08* -5.02* 
lnODA -1.86 -3.19 -8.38* -8.5* 
lnVODA -2.38 -3.03 -5.25* -5.63* 
lnFDI -1.52 -1.71 -6.54* -4.7* 
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The ADF test results are presented in table 6.14 and have shown that all the variables 
became stationary after they are converted into their first difference. To examine the impact 
of aid volatility on economic growth of Sri Lanka, we have used the OLS test. Further, we 
estimated the equation with Ordinary Least Square (OLS) method. Here we calculate the 
simple OLS test to find out the impact of aid volatility on economic growth during the 
period of study where GDP is the dependent variable. The table 6.15 presents the simple 
OLS test result for Sri Lanka:  
Table 6.15 
Simple OLS Results 
(Impact of Aid Volatility on Economic Growth of Sri Lanka) 
Dependent Variable: D(LGDP) 
Method: Least Squares 
Time Period: 1980-81 to 2013-14 
Variable Coefficient t-Statistic Prob. 
C 0.0403 13.176 0.0000 
lnGCF 0.1534 4.6148 0.0001 
lnEx 0.0429 2.1934 0.0243 
lnODA -0.0057 -2.0601 0.0328 
lnVODA -0.0013 -2.1995 0.0563 
lnFDI 0.003 1.5849 0.5823 
R-squared-0.61, Adjusted R-squared-0.44, Durbin Watson 
stat-1.78, Akaike Info Criterion (AIC): -5.52, Schwarz Info 
Criterion (SIC): -5.25, Prob (F-statistics): 0.0006 
Source: Authors’ calculation by using E-Views software 
 
The regression results of table 6.15 have considered as good for the analysis of the 
fitted model in case of India. The value of R
2 
is
 
0.61
 
and adjusted R
2 
value is less than the 
value of R
2
. The value of R
2
 is also known as coefficient of determination and used to know 
the goodness of the fitted model. This indicates the 61 percent variation in the dependent 
variable i.e. lnGDP is explained by the explanatory variables included in the model in case 
of Sri-Lanka. The rest 39 percent variation are captured by the variables included in the 
error term. The value of Durbin-Watson (DW) statistic is 1.78 which indicates lower 
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chances of the presence of auto-correlations in the error term. Therefore, we have considered 
the regression results of table 6.15 for the analysis of equation 6.4.  
 
(lnGDPst) = 0 + 1 lnGCFst+ 2 lnExst+ 3 lnODA st+ 4 lnVODAst  + 5 lnFDIst  +ut 
 
After putting the coefficient values of the variables in their respective places, the equation 
6.4 can be written as follows: 
 
(lnGDPst) = 0.04 + 0.15 lnGCFst+ 0.04 lnExst -0.005 lnODA st  -0.003 lnVODAst  
- 0.003 lnFDIst  +ut……………..(6.7) 
t-statistics   (4.61*) (2.19*)      (-2.06*)     (-2.19*)    (1.58) 
 
From the above regression results it is observed that, the estimated coefficients of 
lnGCF, lnEx, lnODA and lnVODA have shown significant impact on economic growth of 
Sri Lanka during the study period. Out of these four variables, lnGCF and lnEx have shown 
significant positive impact on economic growth of Sri Lanka whereas; lnODA and lnVODA 
have shown significant negative impact on growth.  The estimated coefficient of lnFDI has 
shown insignificant impact on growth that means no exact inference can be drawn about its 
impact on economic growth of Sri Lanka particularly in the study period. The regression 
results have found that 1 percent increase in the domestic investment i.e. lnGCF leads to 15 
percent rise in economic growth i.e. lnGDP of Sri Lanka. The estimated coefficient of lnEx 
has shown that 1 percent rise in export sector earning leads to 4 percent increase in the 
economic growth of India. The estimated results indicate that domestic investment has 
shown highest significant positive impact on economic growth of Sri Lanka, followed by the 
export sector performance during the study period. At the same time, the estimated 
regression coefficients of both lnODA and lnVODA have shown that they have significant 
negative impact on economic growth of Sri-Lanka during the study period. Coefficient value 
of lnODA has shown that 1 percent rise in foreign aid inflows leads to fall of 0.5 percent in 
economic growth i.e. lnGDP in Sri Lanka. Similarly 1 percent fluctuations in aid inflows has 
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shown fall of 0.3 percent in economic growth of Sri Lanka. Finally, we conclude that 
domestic investment and earning from export sector positively contributes towards the 
growth process of Sri Lanka whereas both net aid inflows and its volatility have shown 
significant negative impact on growth.  
 
The diagnostic checking criteria results of Sri Lanka are presented in the following 
table 6.16. The test results shows that this fitted model satisfies all the criteria of a good 
model such as, there is no arch effect, residuals are normally distributed, no serial 
correlation and residuals are homoscedastic.  
Table 6.16 
 Diagnostic Checking Criteria 
Criteria Prob. 
Value 
Ho: Null 
Hypothesis 
Interpretation  
Normality Test 0.94 Accept Residuals are normally 
distributed 
ARCH Effect 0.28 Accept No ARCH Effect 
Heteroskedasticity test 0.22 Accept Heteroskedasticity 
Problem is not exist 
Breusch-Godfrey Serial 
Correlation LM test 
0.39 Reject Serial Correlation 
Exist 
Source: Authors’ calculation by using E-Views software 
 
The result of the CUSUM test and CUSUM Square test have has presented in figure 
6.6 (A) and (B), which depicts that the dependent variable GDP is stable over the study 
period as it lies with the two critical lines for Sri Lanka.  
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Figure 6.6: Stability Test of the Dependent Variable such as lnGDP in Sri Lanka (A) and (B) 
Source: Authors’ calculation by using E-Views software 
 
 
6.14. Conclusion 
In this chapter, we have concluded that domestic investment has shown significant positive 
impact on economic growth process of India, Pakistan and Sri Lanka. Our empirical results 
support the economic growth models such as Harrod-Domar growth model and Solow 
model in which they have considered higher capital accumulation or investment as the key 
determinant of economic growth of a developing economy. Adding to domestic income 
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earning from export sector has also shown significant and positive impact on economic 
growth of India and Sri Lanka which supports the export-led hypothesis where higher 
growth in export sector are considered as a catalyst for economic growth (Nandi, 1991; 
Bhat, 1995; Khan et al. 1995; and Anwar & Sampath, 2000). The result also has shown 
opposite result in case of Pakistan economy where export sector has shown insignificant 
impact on economic growth because of lower share of export earning in GDP i.e. 13.21 
percent in Pakistan. The results have revealed that, the impact of FDI has shown significant 
impact on economic growth of Pakistan economy whereas it has shown insignificant impact 
on economic growth of both India and Sri Lanka.  
 
The regression result has observed that foreign aid inflows have shown significant negative 
impact on economic growth of all the three countries which are caused due to their 
unproductive utilization such as military expenditure, payments of past loans and its interest 
rates, lack of cooperation among the aid agencies etc. The impact of aid volatility has shown 
significant negative impact in case of Pakistan and Sri Lanka whereas its impact is not 
significant in Indian economy. This may cause due to more dependency of both Pakistan 
(1.01 percent) and Sri Lanka (0.68 percent) on foreign aid in comparison to India where aid 
contributes only 0.13 percent in GDP (WDI, 2015). 
 
The CV method has shown that fluctuations in multilateral aid inflows are highest in 
Sri Lanka (0.85) followed by Pakistan (0.69) and India (0.59) respectively. Further, the 
fluctuations in bilateral aid inflows are highest in case of Pakistan (1.1) followed by Sri 
Lanka (0.54) and India (0.44) respectively. The CV method has observed that the fluctuation 
in ODA share in GDP is highest in case of Pakistan (0.43) followed by Sri Lanka (0.41) and 
India (0.31) respectively. Overall, this chapter concludes that although aid volatility is not 
that much high as the other private capital inflows or other sources of government revenues 
but still it is much more volatile than the domestic revenues collected from tax. The impact 
of aid volatility can have adverse impact on economic growth of the recipient government 
via macroeconomic instability and incomplete developmental projects funded by foreign aid 
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etc. On the basis of the empirical findings and literature view section, the governments of all 
the three countries should develop a cordial relationship among the donor parties and 
convince them to give more funds for the developmental activities. Adding to this, the 
government should make prior agreements regarding the inflows of foreign aid with the aim 
to reduce the volatility. The government should keep certain percentage of their total income 
in terms of a separate reserve fund to support the incomplete projects that are stopped 
suddenly due to fluctuations in aid inflows. 
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Chapter 7 
 
Summary, Conclusion and Policy 
Implications 
 
The present study empirically examines the impact of foreign aid on economic development 
of selected South Asian economies such as, India, Pakistan, and Sri Lanka. The plausible 
effects of Second World War, have witnessed huge amounts of foreign aid inflows that have 
sprung to the developing countries for the purpose of higher economic development and 
welfare of the recipient economies. Foreign aid relinquishes itself as an important financial 
instrument in the landscape of global development finance. To connote, foreign aid 
considers as the largest component of the foreign capital flows to the developing countries 
(Radelet, 2006). The justification of foreign aid inflows is to build self-reliance in the global 
purview. They ensure that, the recipient country augments to stand on its own rather than 
depending on foreign capital to finance their domestic needs. The primary purpose of the 
foreign aid programs to the developing countries is to accelerate their economic 
development up to a threshold level where a satisfactory rate of growth can be achieved on a 
self-sustainable basis. Subsequently, it helps to bring managerial skills, organizational 
capability, research ideas, market access and modern technology that increases the 
productivity of capital and promotes indigenous technical change (Morrissey, 2001). The 
supporters of the foreign aid program are Rostow, (1960), Papanek (1972), Dowling and 
Hiemenz (1982), Gupta and Islam (1983), Burnside and Dollar (1997), Fayissa and El-
Kaissy (1999), Hansen and Tarp (2000), Dalgaard et al. (2004), Gomanee, et al. (2005), 
Karras (2006), Minoiu and Reddy (2009), Sakyi (2011), Bruckner (2013), Dabla Norris et al. 
(2015) and Lof et al. (2015) who provide sufficient highlights that foreign aid has significant 
positive impact on economic growth of the  recipient countries. 
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 Relooking into the facets after the Second World War, donors have provided more than 
$2.3 trillion amount of foreign aid to poor countries for their developmental activities. 
Ironically, even after getting significant amount of foreign aid, nearly 3 billion people in the 
entire world population are still live on less than $ 2 per day; nearly 840 million are 
suffering from hunger, over 10 million children die from various kinds of preventable 
diseases and more than 1 billion adults are still illiterate (Easterly, 2006). Giving sufficient 
insights on the latest prospects, the welfare objectives aid programs are partially achieved 
and in some cases their outcome becomes inconclusive. Prior studies on the effectiveness of 
foreign aid program entails Pedersen (1996), Svensson (1998), Knack (2001), Easterly et al. 
(2003), Mallick and Moore (2006), Mallik (2008), and Ekanayake and Chatrna (2010) report 
that foreign aid program adversely affect the growth process of the recipient economies. 
They argue that unproductive utilization of the foreign aid resources such as repayment of 
past loans, interest payments, consumption expenditure and defense expenditure are the 
prime causes of their failure. In addition, aid volatility, lack of coordination among aid 
agencies, institutional inefficiency, inadequate macro-economic policies, aid fungibility, 
unstable government, corruption and lack of transparency are the salient factors contributing 
towards the unproductive utilization of the foreign aid program.  
 
By considering both pros and cons of foreign aid flows, we examine the impact of 
foreign aid on economic development of the recipient economies. In this respect, this study 
aims to examine the long run causal relationship between foreign aid and economic 
development in three major South Asian economies such as, India, Pakistan and Sri Lanka.  
 
The analysis of the study focuses on the following objectives: 
1. To analyse the trend, composition and changing pattern of foreign aid inflows into three 
South Asian countries namely India, Pakistan and Sri Lanka. 
2. To examine the impact of foreign aid on economic development of India, Pakistan and 
Sri Lanka with respect to the selected macro-economic indicators. 
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3. To evaluate the impact of aid volatility on economic growth of India, Pakistan and Sri 
Lanka. 
4. To suggest policy implications thereof to improve the effectiveness of foreign aid. 
 
This study has considered annual time series data of 44 years from 1970-71 to 2013-
14 for all the three countries like India, Pakistan and Sri Lanka. The study undermines the 
selected macroeconomic indicators such as PcGDP (as the dependent variable) against few 
selected independent variables such as GCF, ODA, FSD, DPI and Population growth rate  to 
empirically examines the impact of foreign aid on economic development of all the three 
countries. To study the impact of aid volatility on economic growth, we have considered few 
other variables such as GDP (as the indicator of economic growth), ODA (as the indicator of 
foreign aid inflows), Aid volatility series (VODA) generated by using the standard deviation 
method, GCF (as the indicator of domestic investment), FDI (as the indicator foreign private 
capital), and Ex (revenue earned from the export sector) over the period from 1980-81 to 
2013-14. All the data for our study have been collected from a single secondary source of 
World Development Indicators (WDI) published by World Bank in 2015. We have used unit 
root test, optimum lag order selection criteria, Johansen-Juselius multivariate cointegration 
test (Johansen and Juselius, 1990) and Vector Error Correction Model (VECM) test to 
examine the long run causal relationship between economic development and foreign aid 
along with the presence of selected macroeconomic variables. Further, we employ Granger-
causality test to identify the direction of causality between the variables. We have also 
employed diagnostic tests and stability test to check the reliability of the fitted model. In 
addition, we have used Ordinary Least Squares (OLS) test and the coefficient of variation 
method to measure the impact of aid volatility on economic growth of three South Asian 
countries such as India, Pakistan and Sri Lanka.  
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7.1. Major Findings 
The present study is organized into seven chapters including the present one. Chapter 1 
introduced the study, provides an overview about the importance of foreign aid inflows on 
economic development of developing economies along with theoretical and empirical 
literatures. The study further emphasizes on the significance, research questions, and 
objectives, justification of the study area, methodology, data sources, time period and 
econometric tools of the study.  Chapter 2 deals with the theoretical issues relating to foreign 
aid and economic development. This chapter considers phase wise analysis of aid literature 
and the various approaches such as Saving-Investment Gap Approach, Foreign Exchange 
Gap Approach, Fiscal Gap Approach and Capital Absorptive Capacity Approach relating to 
the importance of foreign aid inflows. Later, we analyze the role of foreign aid in different 
growth models and economic theories such as Modernisation theory, McKinnon’s Foreign 
Exchange Constraint Model, Big Push theory, Chenery and Stourt Model, Harrod-Domar 
Growth Model, Neo-classical Growth Model, Balanced Growth Model and Unbalanced 
Growth Model. 
 
Chapter 3 provides the justification of the study namely India, Pakistan and Sri 
Lanka. The chapter examines the trend, composition and changing pattern of foreign aid 
inflows to the three major South Asian countries by comparing foreign aid inflows within 
the economy. We found that the share of foreign aid to GDP has shown a declining trend 
after 1990s in case of all the three countries. The share of ODA to GDP became highest in 
case of Pakistan which is followed by Sri Lanka and India. The critical findings show that 
the share of foreign direct investment to the GDP is raising in comparison to the foreign aid 
inflows with respect to all the three countries. Total foreign aid inflows (in terms of 
percentage of GNI) into these three economies declined sharply after the adoption of the 
new economic reforms in 1990s, compared to the inflows in the 1960’s and 1970’s. Chapter 
4 presents a detailed discussion about the methodology and the various econometric tools 
used for the study. This chapter discusses the implication of various econometric tools such 
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as Unit root test, Cointegration test, VECM test, OLS test, diagnostic test, stability test and 
coefficient of variation method respectively. 
 
Chapter 5 empirically examines the impact of foreign aid on economic development 
of three major South Asian countries such as India, Pakistan and Sri Lanka by considering 
selected macroeconomic variables. The empirical finding of all the three countries has been 
presented in three different sections based on the individual country analysis. First, the 
estimated results suggest that, the 1 percent increase in the share of domestic investment 
lead to 6.1 percent rise in the per-capita GDP in India. Similarly, 1 percent increase in trade 
openness will lead 1.1 percent rise in the per-capita GDP in India. Besides this, all the three 
independent variables such as lnFSD, lnPopu and lnDPI have shown significant and 
negative impact on economic development of India in the long run. We found that domestic 
investment and trade liberalization have shown significant positive impact on economic 
development whereas foreign aid has shown insignificant impact on economic development. 
The prime causes include the unproductive utilization of foreign aid inflows and fluctuations 
present in the disbursement of foreign aid inflows (Clarke et al., 2008, Mallik, 2008; Safdari 
and Mehrizi, 2011). Furthermore, the presence of corruption, lack of cooperation and 
coordination among aid agencies, institutional inefficiency and continuous fall in the share 
of foreign aid to GDP of India (WDI, 2015) reprimand the causes for the inconclusive 
results related to aid-development nexus.  
 
Second, in case of Pakistan, the estimated coefficients of both domestic investment 
(lnGCF) and trade openness (lnTrO) have shown significant positive impact whereas other 
variables such as lnODA, lnFSD, lnPopu and lnDPI have shown significant but negative 
impact on economic development of Pakistan during the study period. The empirical results 
have shown that 1 percent rise in the share of domestic investment and trade liberalization 
leads to 4.3 percent and 2.1 percent rise in the per-capita GDP in Pakistan respectively. The 
estimated coefficients have shown that 1 percent rise in the share of lnFSD, lnDPI, lnPopu 
and lnODA adversely affect the development process in Pakistan via fall in the per capita 
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GDP from 9 percent, 6.7 percent, 4.1 percent and 1.2 percent respectively. To augment, we 
found foreign aid program being unable to achieve their developmental goals in Pakistan 
which are caused due to political instability, unproductive utilization of foreign aid i.e. 
military expenditure, higher share of defense and other security expenditure, aid volatility, 
institutional inefficiency and lack of good policy environment (Duc, 2006).  
 
Third, the empirical findings of aid-development nexus have found different results 
in Sri Lanka as compared to India and Pakistan. In Sri Lanka, foreign aid has shown 
significant positive impact on economic development. The estimated coefficients of both 
domestic investment (lnGCF) and foreign aid (lnODA) have shown that 1 percent increase 
in the share of domestic investment and foreign aid inflows has caused 1.8 percent and 1.1 
percent rise in the per-capita GDP in Sri Lanka. The results indicates that foreign aid is able 
to achieve its developmental objectives in case of Sri Lanka which are caused due to stable 
political system, productive utilization of foreign aid inflows in health, education and 
different employment generation activities (Mel & Selva, 2012).  Moreover, two 
independent variables i.e. lnTrO and lnDPI have shown significant but negative impact on 
economic development of Sri Lanka during the study period. 
 
Chapter 6 empirically examines the impact of aid volatility on economic growth of 
these South Asian economies. The regression result confines that foreign aid inflows have 
shown significant negative impact on economic growth of all the three countries are caused 
due to its unproductive utilization by means of military expenditure, payments of past loans 
and its interest rates and lack of cooperation among the aid agencies (Duc, 2006). The 
impact of aid volatility has shown significant negative impact in case of Pakistan and Sri 
Lanka whereas its impact is insignificant in case of Indian economy. This may be cause due 
to more dependency of both Pakistan (1.01 percent) and Sri-Lanka (0.68 percent) on foreign 
aid in comparison to India where aid contributes only 0.13 percent in GDP (WDI, 2015). 
The OLS test results have shown that domestic investment has shown significant positive 
impact on economic growth process of India, Pakistan and Sri-Lanka. The obtained results 
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support the economic growth models i.e. Harrod-Domar growth model and Solow model 
where they consider higher capital accumulation or investment as the key determinant of 
economic growth in a developing economy. Erstwhile, the domestic income earning from 
export sector has also shown significant positive impact on economic growth of India and 
Sri-Lanka which supports the export-led hypothesis where higher growth in export sector is 
considered as a catalyst for economic growth (Nandi, 1991; Bhat, 1995; Khan et al. 2000; 
and Anwar & Sampath, 2000). The results have shown contradictory effects in case of 
Pakistan economy where export sector has shown insignificant impact on economic growth 
(Xu, 1996). The result may be caused due to the lower share of export earning in GDP i.e. 
13.21 percent in case of Pakistan (WDI, 2015). 
 
The CV method has shown that fluctuations in multilateral aid inflows are highest in 
case of Sri Lanka (0.85) followed by Pakistan (0.69) and India (0.59) respectively. Further, 
the fluctuations in bilateral aid inflows are highest in case of Pakistan (1.1) followed by Sri 
Lanka (0.54) and India (0.44) respectively. Likewise, the fluctuations in ODA share in GDP 
are highest in case of Pakistan (0.43), followed by Sri Lanka (0.41) and India (0.31) 
respectively. Overall, this chapter concluded that although aid volatility are not that much 
high as the other private capital inflows but still it has negative impact on economic growth 
rate of the recipient economies via macro-economic instability (Bulir & Hamanan, 2003 and 
2008; Chavet & Guillaumont, 2008, Kharas 2008; and Markandya et al. 2010) and adversely 
affect the implementation process of the foreign aid funding capital projects in the recipient 
countries (Rajan & Subramanian, 2008).  
 
Finally, this study has concluded that being a smaller proportion of country’s GDP, 
foreign aid has played a significant role in economic development of the recipient 
economies such as India, Pakistan and Sri Lanka. Though the importance of foreign aid 
program has been declining gradually over the years, yet not a single developing country is 
interested to end its dependency on aid. It has been found that foreign aid has shown 
significant positive impact on economic development in Sri Lanka whereas it has shown 
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significant negative impact on economic development of Pakistan. In India, the impact of 
foreign aid on economic development is insignificant. The study has found that among all 
the independent variables, domestic investment has shown significant long run positive 
impact on economic development in all the three countries. The study has concluded that aid 
volatility have shown significant negative impact on economic growth of Pakistan and Sri 
Lanka. In India, foreign aid has shown significant negative impact on economic growth. The 
other variables such as domestic investment made by the private sector, trade liberalization, 
and population growth rate and financial sector development have also affect the economic 
development process of all the three countries such as India, Pakistan and Sri Lanka. This 
study found that foreign aid along with domestic investment; trade liberalization and 
investment made by the private sector have played a significant role on economic 
development of India, Pakistan and Sri Lanka. Besides, the respective governments of all the 
three economies should frame and implement developmental policies in such a way that the 
benefits of trade liberalization, domestic investment, foreign aid and economic growth 
should be equally distributed among its individuals. 
 
 
7.2. Some Policy Implications  
The financial needs of developing countries are so large that private foreign investment can 
only partially solve this problem. In the light of the prior literature review discussed in this 
study and empirical findings, we propose the following recommendations which could be 
regarded as useful in formulating and implementing developmental policies to raise the 
effectiveness of foreign aid program. 
 
The government of India should focuses on its domestic resources and its efficient 
utilization along with the continuation of trade reform measures. Suppose it requires foreign 
aid to support its developmental needs then it should make proper plan about the productive 
utilization of the foreign aid. In the light of the experience of India, we suggest that the 
Indian government should spend foreign aid in those developmental activities such as health, 
Chapter 7                                                                       Summary, Conclusion and Policy Implications 
202 
 
education and infrastructure, where the private investors are reluctant to invest. The 
government of India should adopt appropriate population control measures as it has shown 
adverse impact on development. Likewise encouraging the private investors to invest can 
provide employment generation activities such as infrastructure and irrigation. Furthermore, 
due compliances should be rested on the benefits of financial sector development thereby 
economic growth can be reached by its individuals. Adding to this, the government must 
maintain cordial relation with the donor community and sign a long term agreement relating 
to the foreign aid inflows with the aim to reduce the fluctuations in aid inflows.   
 
In Pakistan, the situation is little bit different than India. They must focus on the 
productive utilization of foreign aid for which it is obtained. In the light of the experience of 
Pakistan, it should make appropriate developmental plans for the productive utilization of 
foreign aid program such as on health, education and research and development. At the same 
time it should give more emphasis on the productive utilization of domestic investment, can 
concentrate on both foreign and private investors such that they are reluctant to invest in 
these capital-intensive projects. Similar to India, it should adopt appropriate policy measures 
to control the population growth and motivate the private investors to invest in basic and 
strategic developmental projects  that require huge capital such as infrastructural projects 
(power generation, roads, transport, railways, telecommunications), industrial projects (steel, 
petroleum refineries, cement) and projects relating to social and environmental sustenance.  
 
The policy implication for Sri Lanka differs from other two economies such as 
Pakistan and India. On the basis of the empirical findings, they can focus on the efficient 
utilization of both domestic investment and foreign aid as both have shown significant 
positive impact on its development. Adequate and appropriate plans can curtail the domestic 
saving capacity of the individuals that will help in increasing the domestic capital stock. In 
consonances the foreign aid in various developmental activities propagates direct and 
positive impact on economic development by means like infrastructure and other 
problematic basic sectors of the economy. This may lead to the benefits drawn from the 
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private investment and trade liberalization process can be reached to all the individuals 
uniformly.   
 
Adding to these country specific policy implications, the following are some of the 
general policy implication related to aid effectiveness that can be considered by the recipient 
economies. The terms and conditions associated with the foreign aid program should be 
transparent without any hidden motive, simple to understand and easy to implement and 
should be more favorable to the recipient economies. Foreign aid program must be a equally 
beneficial process to both the parties involved in the agreement based on their nexus with 
each other. So it is essential to consider these factors both at the time of receiving and 
utilization of foreign aid amount. The foreign aid policy should be formulated and 
implemented in such productive and developmental projects which help in maximizing the 
welfare of all the citizens in the form of creating huge amount of employment opportunities. 
Cross country studies should be replaced by individual country studies or sector specific 
studies. However, it is suggested that the amount of foreign aid should be utilized in 
productive sectors thereby aid can have a positive impact on economic development of the 
recipient economies. 
 
 
7.3. Limitations and Scope for Further Research 
The present study has attempted to streamline the obtained with the respective methodology 
for the empirical analysis. However, the study is not without its limitations. The analysis and 
conclusion presented in this study are subject to certain limitations. The empirical findings 
of this study are restricted to the three major South Asian economies i.e., India, Pakistan and 
Sri Lanka. Certain variables such as, Sectoral distribution of foreign aid, corruption, 
institutional efficiency, good governance, Human Development Index (HDI) value and 
economic policy have to be dropped due to the non-availability of reliable data. Some 
variables such as, domestic saving, foreign exchange reserves, government expenditure on 
consumption have to be dropped to avoid the multicollinearity problem existing among the 
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independent variables. This study has tried to measure the aid effectiveness from the 
recipient perspective and has ignored the donors’ perception.  
 
The results of this study on the whole are quite interesting and may throw more light 
on current debates relating to aid effectiveness. Some issues have been covered in this 
respect and some needs to be addressed. Though the findings of this study are not providing 
any generalized outcomes, but still the results can be referred by the researchers to avail a 
brief idea regarding the aid effectiveness. The present study can hopefully provoke further 
empirical research that covers the motives of both donors’ community and recipient 
government at the time of evaluation of aid effectiveness. It is hoped that the econometric 
tools and empirical models will motivate researchers for individual country specific studies 
in future. Due to limited data, we have considered foreign aid as a whole. But it would be 
more interesting to analyze the sector specific studies on foreign aid program along with its 
impact on economic development. Further studies can concentrate on the other five South 
Asian economies such as, Afghanistan, Bangladesh, Bhutan, Nepal and Maldives.  
 
         One of the major contributions of this study is in the application of the econometric 
techniques to analyze the impact of foreign aid on economic development of three major 
South Asian economies. Very few works have emphasized on the empirical analysis of the 
aid effectiveness, restricted to cross country analysis along with heterogeneous data set, 
mismatch in time period, homogenous economic and political situation. In reality, it is very 
difficult to find the study based on a comparative basis among individual countries in which 
they have considered homogenous data set and uniform time period. Empirical findings of 
this study would be used to formulate development strategies to enhance the effectiveness of 
the foreign aid program in these three economies. Formulation and implementation of 
appropriate developmental policies would be helpful to reduce the adverse impact of foreign 
aid program on economic development and would be helpful to make it productive.  This 
study identifies the major determinants of economic development such as domestic 
investment, financial sector development, domestic investment made by the private sector 
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and the trade openness for these three countries. Adding to this, this study recommends that 
more emphasis should be given to the utilization pattern of the foreign aid inflows rather 
than its impact on economic development. Our study has suggested concentrating on 
specific sectors in which the foreign aid amount should be utilized in order to enhance its 
effectiveness. These sectors are education, health, infrastructure that can generate huge 
employment opportunities. The study on aid effectiveness will be useful to policy makers, 
academicians, administrators and planners in the time of formulation and implementation of 
an effective developmental policy. 
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Appendix 
Table A1  
Types of Aid Inflows to India, 1970-71 to 2013-14 
Year Bilateral Multilateral Grants 
Technical 
Assistance 
1970-71 1.633E+09 172867000 1.47E+08 45890000 
1971-72 706003000 105576000 2.3E+08 58320000 
1972-73 558373000 187008000 1.71E+08 49870000 
1973-74 586563000 323477000 1.49E+08 46430000 
1974-75 789033000 399834000 2.43E+08 54750000 
1975-76 1.15E+09 491306000 5.11E+08 76190000 
1976-77 866307000 533194000 4.65E+08 63080000 
1977-78 643479000 354928000 4.7E+08 82510000 
1978-79 578267000 340804000 6.4E+08 105150000 
1979-80 442208000 574897000 7.17E+08 119600000 
1980-81 548018000 689296000 6.49E+08 147440000 
1981-82 466435000 811412000 8.09E+08 143970000 
1982-83 455530000 1173156000 4.56E+08 166430000 
1983-84 464958000 894519000 5.45E+08 176420000 
1984-85 561257000 859874000 5.83E+08 168120000 
1985-86 638348000 1049020000 4.5E+08 173980000 
1986-87 768670000 659181000 5.95E+08 221020000 
1987-88 1.174E+09 935188000 5.31E+08 264030000 
1988-89 861908000 802256000 7E+08 330500000 
1989-90 966470000 580659000 6.98E+08 404700000 
1990-91 1.104E+09 772414000 5.12E+08 333200000 
1991-92 1.423E+09 964887000 5.65E+08 329210000 
1992-93 1.643E+09 1192389000 5.81E+08 428870000 
1993-94 1.372E+09 674575000 4.87E+08 375530000 
1994-95 883173000 978787000 6.12E+08 380510000 
1995-96 829637000 736415000 5.65E+08 426520000 
1996-97 702350000 923815000 5.89E+08 403630000 
1997-98 1.466E+09 856254000 5.46E+08 330440000 
1998-99 1.847E+09 885197000 4.88E+08 308830000 
1999-00 1.466E+09 929245000 4.73E+08 291250000 
2000-01 711905000 1072616000 4.61E+08 286860000 
2001-02 1.038E+09 1212300000 5.57E+08 313940000 
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2002-03 804340000 900766000 6.98E+08 327970000 
2003-04 898853000 741581000 6.21E+08 418440000 
2004-05 1.085E+09 1099651000 8.93E+08 387080000 
2005-06 1.008E+09 1306682000 1.09E+09 352370000 
2006-07 977003000 1051840000 8.93E+08 358350000 
2007-08 956803000 817503000 1.14E+09 276030000 
2008-09 1.591E+09 983960000 1.17E+09 276290000 
2009-10 1.582E+09 1305294000 1.23E+09 266040000 
2010-11 2.066E+09 2332239000 1E+09 282300000 
2011-12 2.011E+09 3258605000 1.03E+09 325750000 
2012-13 1.943E+09 925868000 8.13E+08 354750000 
2013-14 2.455E+09 970881000 1E+09 372040000 
Source: WDI, 2015 
  Table A2 
 Types of Aid Inflows to Pakistan, 1970-71 to 2013-14 
Year Bilateral Multilateral Grants 
Technical 
Assistance 
1970-71 324701000 23452000 52690000 23950000 
1971-72 565363000 33077000 80440000 24160000 
1972-73 171216000 25034000 23000000 13130000 
1973-74 194765000 80484000 62270000 12700000 
1974-75 556594000 70133000 76280000 19820000 
1975-76 650019000 39617000 194310000 25050000 
1976-77 612336000 78328000 125470000 24810000 
1977-78 386662000 121153000 118470000 27020000 
1978-79 427785000 76372000 118670000 29740000 
1979-80 560688000 96190000 155120000 43390000 
1980-81 525799000 103407000 482020000 117740000 
1981-82 571235000 154218000 259240000 157620000 
1982-83 421540000 227694000 252050000 144300000 
1983-84 368931000 183685000 277280000 142390000 
1984-85 285308000 297551000 245570000 147830000 
1985-86 307069000 269361000 257360000 169360000 
1986-87 417388000 256811000 314680000 217120000 
1987-88 291016000 294092000 300800000 231040000 
1988-89 616899000 255555000 423660000 266810000 
1989-90 380050000 333448000 380930000 269900000 
1990-91 324844000 359916000 324550000 315850000 
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1991-92 262242000 501254000 530260000 315030000 
1992-93 349642000 421069000 321600000 318280000 
1993-94 313958000 510921000 202050000 268930000 
1994-95 826376000 794529000 202640000 177980000 
1995-96 803693000 677198000 188290000 178280000 
1996-97 455806000 711670000 206010000 153920000 
1997-98 368057000 531620000 179140000 129220000 
1998-99 638308000 591586000 180390000 118550000 
1999-00 85365000 410948000 205630000 99470000 
2000-01 255059000 382434000 126800000 71660000 
2001-02 15635000 1117653000 877340000 86230000 
2002-03 74745000 1174417000 297180000 199050000 
2003-04 162029000 265122000 1323410000 138130000 
2004-05 184274000 991669000 305770000 128660000 
2005-06 93898000 1005788000 879890000 185160000 
2006-07 211650000 1221476000 1078540000 209220000 
2007-08 194455000 1460430000 1031370000 149550000 
2008-09 192817000 860284000 997450000 196160000 
2009-10 315550000 1757659000 1584940000 141560000 
2010-11 377387000 869313000 2757720000 210240000 
2011-12 877474000 1082532000 2927210000 210660000 
2012-13 836327000 706528000 1768960000 228510000 
2013-14 687255000 644825000 1906830000 260640000 
Source: WDI, 2015 
Table A3  
Types of Aid Inflows to Sri Lanka, 1970-71 to 2013-14 
Year Bilateral Multilateral Grants 
Technical 
Assistance 
1970-71 40048000 989000 15400000 6700000 
1971-72 56837000 4295000 16210000 7410000 
1972-73 41799000 5109000 8640000 9050000 
1973-74 41101000 7220000 18390000 11540000 
1974-75 45699000 13687000 23810000 15650000 
1975-76 64466000 19748000 55790000 20410000 
1976-77 96406000 9587000 58680000 20140000 
1977-78 100539000 28534000 71170000 21730000 
1978-79 145139000 37168000 83050000 31810000 
1979-80 108935000 22774000 116040000 42570000 
1980-81 140857000 31212000 160920000 54730000 
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1981-82 133806000 59714000 177870000 43310000 
1982-83 119976000 79500000 170590000 44860000 
1983-84 169855000 95303000 183990000 54040000 
1984-85 171650000 114131000 180290000 45210000 
1985-86 215997000 113592000 150880000 54880000 
1986-87 255471000 132070000 174490000 70650000 
1987-88 152447000 139039000 192340000 74960000 
1988-89 217362000 124431000 195320000 105360000 
1989-90 201819000 134124000 195410000 97240000 
1990-91 161528000 233272000 221330000 102870000 
1991-92 272703000 340463000 172870000 130700000 
1992-93 95095000 209122000 141700000 129340000 
1993-94 133843000 258324000 196790000 112960000 
1994-95 232111000 171825000 160150000 97690000 
1995-96 261739000 196669000 174760000 114020000 
1996-97 186584000 258119000 142050000 96280000 
1997-98 264702000 176388000 112820000 93860000 
1998-99 308616000 230957000 114620000 80180000 
1999-00 179277000 150196000 110910000 85960000 
2000-01 207097000 123045000 108540000 77560000 
2001-02 264323000 128029000 109520000 76900000 
2002-03 213897000 196708000 125780000 73040000 
2003-04 307637000 391768000 136550000 96770000 
2004-05 331399000 213877000 191690000 74940000 
2005-06 320524000 288698000 633560000 93910000 
2006-07 422426000 251268000 387390000 111440000 
2007-08 488289000 220232000 457340000 91120000 
2008-09 415449000 249664000 520730000 91690000 
2009-10 581850000 301681000 497660000 68600000 
2010-11 1126925000 262281000 332330000 76770000 
2011-12 1016596000 314797000 312520000 75980000 
2012-13 1523921000 248558000 233490000 75580000 
2013-14 1498189000 244365000 265900000 67030000 
Source: WDI, 2015 
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Table A4  
Major Multilateral Inflows of ODA to India, 1980-81 to 2013-14 
Year IFAD IMF IBRD IDA UNICEF UNDP UNFPA 
1980-81 9210000 1025244000 102668000 636597000 32590000 23850000 4260000 
1981-82 11710000 667253000 355647000 767582000 33160000 24800000 3250000 
1982-83 12670000 1987672000 216133000 1087257000 34970000 30380000 10640000 
1983-84 14750000 1318765000 383797000 844432000 33210000 19510000 14330000 
1984-85 13020000 68692000 203156000 789127000 31000000 26060000 23120000 
1985-86 34880000 -254347000 224072000 968117000 31880000 23720000 12080000 
1986-87 26270000 -629478000 467373000 582038000 46340000 32390000 8730000 
1987-88 37940000 -1059988000 865424000 831544000 42500000 29770000 6560000 
1988-89 9360000 -1222254000 1413914000 681043000 56860000 28110000 9760000 
1989-90 10210000 -1008036000 1093630000 467912000 72540000 24090000 10240000 
1990-91 19180000 1010059000 747255000 634809000 79150000 22810000 16560000 
1991-92 4110000 776787000 703441000 812046000 40850000 20000000 11220000 
1992-93 -1660000 1292402000 218575000 1030437000 63350000 19040000 10290000 
1993-94 -2250000 188745000 458336000 495232000 57320000 33240000 7010000 
1994-95 3040000 -1152893000 -85644000 772458000 68110000 26960000 11900000 
1995-96 1180000 -1726924000 -354306000 502834000 57270000 19120000 11870000 
1996-97 6360000 -984823000 -154381000 671903000 62650000 18260000 13270000 
1997-98 8530000 -618208000 -278109000 579879000 31110000 17000000 8770000 
1998-99 8710000 -387530000 -308631000 578463000 29890000 9860000 8310000 
1999-00 10050000 -263223000 -254260000 486110000 30540000 16010000 6960000 
2000-01 2690000 -25391000 -287690000 687789000 31880000 21160000 8970000 
2001-02 6970000 0 79123000 766013000 30830000 17700000 11090000 
2002-03 6890000 0 -2382415000 429800000 30390000 21200000 13210000 
2003-04 6120000 0 -2932758000 198827000 26330000 19490000 6820000 
2004-05 20000 0 748821000 530960000 28880000 20320000 11260000 
2005-06 7520000 0 652832000 683237000 34670000 15390000 13070000 
2006-07 16460000 0 719566000 351310000 37990000 15760000 13460000 
2007-08 5670000 0 656658000 102108000 36980000 17380000 13080000 
2008-09 2910000 0 731569000 196782000 36590000 15090000 8770000 
2009-10 2290000 0 953895000 464318000 42030000 20560000 12300000 
2010-11 5500000 0 2795219000 231541000 42160000 16530000 13300000 
2011-12 20030000 0 342883000 806407000 43040000 12750000 14020000 
2012-13 13430000 0 256801000 -247865000 38900000 12610000 12600000 
2013-14 20650000 0 2442000 -32795000 40740000 8560000 9210000 
Source: WDI, 2015 
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Table A5 
Major Multilateral Inflows of ODA to Pakistan, 1980-81 to 2013-14 
Year IFAD IMF IBRD IDA UNICEF UNDP UNFPA 
1980-81 2610000 -2525000 -9739000 70284000 11410000 11200000 4130000 
1981-82 6900000 429857000 -19503000 87596000 9950000 12170000 1000000 
1982-83 10850000 419813000 30659000 141765000 11840000 13640000 2480000 
1983-84 6480000 287024000 9422000 100163000 11520000 11390000 2950000 
1984-85 13830000 -53521000 3868000 125641000 10030000 11280000 1860000 
1985-86 13930000 -147984000 29386000 100098000 7920000 12180000 1920000 
1986-87 14000000 -308590000 74967000 124106000 5940000 10680000 1470000 
1987-88 17870000 -366785000 149662000 128205000 10020000 10730000 2360000 
1988-89 0 -264633000 275729000 100594000 7830000 10660000 1380000 
1989-90 1000000 67075000 344425000 89519000 10700000 13370000 1800000 
1990-91 8050000 -146810000 283028000 115706000 13380000 22870000 2470000 
1991-92 3110000 68423000 311407000 190318000 15520000 23450000 890000 
1992-93 4560000 -164015000 260282000 199351000 16340000 22270000 1640000 
1993-94 2870000 -4471000 194033000 222433000 12600000 16020000 850000 
1994-95 1410000 127019000 134072000 287069000 15630000 12130000 3390000 
1995-96 3300000 108732000 51923000 219337000 13730000 8230000 4590000 
1996-97 13060000 -86797000 144431000 241580000 10180000 5930000 6370000 
1997-98 6360000 -64892000 284016000 191262000 10980000 9520000 4570000 
1998-99 3200000 -28374000 -66797000 171469000 10290000 8190000 4260000 
1999-00 170000 411998000 209092000 136177000 9400000 7400000 5530000 
2000-01 -1160000 -14516000 -67231000 76812000 11550000 4040000 650000 
2001-02 -2740000 297487000 -161370000 530587000 12350000 5940000 3280000 
2002-03 -1040000 -221985000 -208504000 851332000 10990000 6360000 4150000 
2003-04 -1710000 -497693000 -240944000 29426000 12740000 7350000 4870000 
2004-05 1500000 -460525000 -303118000 676072000 12580000 7120000 4960000 
2005-06 1330000 -160454000 -94416000 513002000 14040000 11640000 7780000 
2006-07 22520000 -28174000 -128569000 688273000 14910000 11220000 6390000 
2007-08 8460000 -29455000 -109018000 867283000 16970000 11090000 6980000 
2008-09 2610000 3183490000 -243236000 37863000 20960000 9870000 6750000 
2009-10 11230000 3307077000 -163312000 988793000 19830000 9490000 7880000 
2010-11 14400000 1633830000 -127146000 204870000 23760000 12680000 10810000 
2011-12 12760000 0 -98621000 700092000 22220000 10470000 9640000 
2012-13 -810000 -2051129000 -81930000 350195000 20030000 9480000 6230000 
2013-14 6820000 -2430828000 -70767000 184130000 15920000 6590000 4810000 
Source: WDI, 2015 
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Table A6 
Major Multilateral Inflows of ODA to Sri Lanka, 1980-81 to 2013-14 
Year IFAD IMF IBRD IDA UNICEF UNDP UNFPA 
1980-81 1770000 32654000 -1919000 19692000 6310000 7660000 1090000 
1981-82 3460000 437000 -1910000 27831000 3600000 7520000 1480000 
1982-83 2160000 0 2712000 53512000 3010000 7890000 1530000 
1983-84 1790000 -1812000 12481000 59076000 2620000 7760000 1190000 
1984-85 3560000 -9615000 11085000 79326000 2580000 6590000 1490000 
1985-86 6050000 -16366000 999000 72817000 3150000 7300000 830000 
1986-87 5930000 -22444000 -2173000 84438000 4010000 7690000 530000 
1987-88 7120000 -24845000 -120000 82506000 4280000 7720000 660000 
1988-89 2110000 36699000 1599000 55125000 5270000 8700000 1210000 
1989-90 2910000 73363000 1602000 51244000 3600000 7380000 520000 
1990-91 3450000 56534000 -5802000 123696000 4540000 7440000 1000000 
1991-92 2700000 76133000 -7750000 182151000 5020000 9570000 770000 
1992-93 1630000 157765000 -8280000 68257000 4390000 12220000 750000 
1993-94 1720000 71967000 -8792000 123390000 3180000 7280000 700000 
1994-95 1640000 67416000 -7713000 70634000 3220000 6000000 1200000 
1995-96 2290000 -33850000 -6688000 98337000 3210000 4570000 1010000 
1996-97 2400000 -45345000 -6433000 94925000 4370000 4150000 1700000 
1997-98 1810000 -66099000 -5932000 67815000 1610000 6600000 910000 
1998-99 1770000 -81911000 -5763000 83588000 1640000 5390000 1710000 
1999-00 2220000 -99423000 -6130000 34344000 1180000 5650000 960000 
2000-01 3060000 -85635000 -5329000 28295000 710000 4990000 550000 
2001-02 2480000 -71293000 -4287000 11920000 830000 3180000 1390000 
2002-03 2090000 -50759000 -4392000 58949000 730000 1660000 1230000 
2003-04 2250000 22367000 -1805000 165911000 1120000 3190000 -170000 
2004-05 -130000 -8299000 -1968000 29938000 970000 2480000 950000 
2005-06 -70000 0 -999000 73593000 710000 2560000 860000 
2006-07 1790000 0 0 57133000 930000 3110000 2000000 
2007-08 2420000 0 0 24852000 770000 2960000 1160000 
2008-09 3000000 -6069000 0 39987000 1100000 3340000 1090000 
2009-10 11380000 -11843000 0 90782000 3350000 3560000 2180000 
2010-11 7700000 -11716000 0 82896000 740000 3370000 2950000 
2011-12 14330000 -12106000 0 132058000 1060000 3060000 2830000 
2012-13 14180000 -11729000 2533000 94858000 1120000 2160000 3320000 
2013-14 7810000 -5856000 32116000 93875000 1150000 890000 1650000 
Source: WDI, 2015 
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Table A7 
Major Bilateral Inflows of ODA to India, 1971-72 to 2013-14 
Year Australia Canada EU Germany  Switzerland UK Japan Netherland Sweden USA 
1972-73 310000 7E+07 1.9E+07 6E+07 3440000 110770000 26670000 12740000 1E+07 1E+08 
1973-74 1960000 5.5E+07 5880000 5.9E+07 4860000 88940000 68980000 24670000 1E+07 8E+07 
1974-75 7130000 1.1E+08 4.9E+07 6E+07 4430000 141720000 64750000 32500000 5E+07 9E+07 
1975-76 13960000 1.1E+08 1E+08 9.3E+07 1.4E+07 113830000 46610000 55310000 9E+07 2E+08 
1976-77 6590000 6.7E+07 1.2E+07 9.1E+07 5540000 163890000 79440000 58320000 6E+07 1E+08 
1977-78 8510000 3.7E+07 3.6E+07 1.5E+07 4850000 106920000 28790000 71340000 6E+07 6E+07 
1978-79 2500000 4.6E+07 2.8E+07 9.1E+07 9020000 187220000 44760000 79030000 5E+07 8E+07 
1979-80 4870000 1.7E+07 3.5E+07 9.2E+07 2E+07 258060000 42190000 90590000 7E+07 9E+07 
1980-81 3160000 3.6E+07 8.5E+07 3.5E+07 1.7E+07 133910000 37410000 1.45E+08 7E+07 8E+07 
1981-82 2730000 5.2E+07 1.5E+08 1.2E+08 5470000 280290000 4040000 1.51E+08 5E+07 2E+08 
1982-83 2180000 3.4E+07 9.2E+07 1.1E+08 1.8E+07 33610000 41090000 61060000 6E+07 4E+07 
1983-84 1790000 4.1E+07 8E+07 1.4E+08 2.2E+07 144830000 129530000 70250000 5E+07 6E+07 
1984-85 2190000 6.5E+07 9.2E+07 9.5E+07 2.1E+07 144090000 21610000 60790000 5E+07 7E+07 
1985-86 2590000 4.2E+07 7.2E+07 8.7E+07 1.4E+07 93290000 21910000 60090000 4E+07 3E+07 
1986-87 1760000 4.6E+07 5.9E+07 1.7E+08 1E+07 162110000 226700000 1.01E+08 8E+07 5E+07 
1987-88 1470000 3.9E+07 1.1E+08 1.4E+08 2.4E+07 76570000 303930000 1.04E+08 4E+07 4E+07 
1988-89 2420000 4.9E+07 1.5E+08 1.5E+08 2.2E+07 112560000 179460000 1.15E+08 6E+07 9E+07 
1989-90 9370000 2.4E+07 1.1E+08 1.2E+08 2E+07 81870000 257240000 92360000 2E+08 7E+07 
1990-91 20240000 2.3E+07 5.8E+07 1.7E+08 1.3E+07 97130000 87260000 1.48E+08 6E+07 
-
2E+07 
1991-92 16000000 2.5E+07 3.8E+07 2.6E+08 4.1E+07 148610000 891050000 1.23E+08 6E+07 3E+07 
1992-93 17410000 1.2E+07 7.8E+07 2.7E+08 3.7E+07 150330000 425200000 94180000 6E+07 1E+07 
1993-94 12270000 3.8E+07 3.4E+07 1.6E+08 2.7E+07 79180000 295940000 42490000 7E+07 2E+07 
1994-95 9370000 3.5E+07 5.7E+07 1.2E+08 2.5E+07 100410000 886520000 48560000 9E+07 6E+06 
1995-96 14500000 2E+07 6.5E+07 1.7E+08 2.3E+07 142220000 506420000 81800000 5E+07 2E+07 
1996-97 15660000 2.9E+07 1E+08 5.1E+07 2.1E+07 154320000 579270000 58490000 5E+07 6E+06 
1997-98 14280000 1.7E+07 9.3E+07 5.5E+07 2.5E+07 153960000 491800000 32820000 3E+07 3E+07 
1998-99 11230000 1.4E+07 5E+07 1.1E+08 2E+07 186600000 504950000 27020000 2E+07 3E+06 
1999-00 10120000 4760000 7.8E+07 3E+07 1.9E+07 131680000 634020000 -4880000 1E+07 8E+06 
2000-01 10410000 6790000 6E+07 1.6E+07 1.8E+07 204160000 368160000 -8880000 2E+07 1E+07 
2001-02 11240000 1.3E+07 8.4E+07 5.8E+07 2.2E+07 173880000 528870000 73480000 1E+07 
-
2E+07 
2002-03 7550000 1.6E+07 9.7E+07 -3E+07 2.4E+07 343720000 493640000 59370000 8E+06 
-
4E+06 
2003-04 7980000 
-
2.8E+08 6.1E+07 3520000 2.5E+07 329880000 325790000 43090000 2E+07 4E+07 
2004-05 12220000 3.4E+07 1.4E+08 -1E+07 2.9E+07 370150000 -82050000 -3.2E+08 1E+07 5E+07 
2005-06 12780000 3.4E+07 1.9E+08 -7E+07 2.5E+07 579240000 71460000 72810000 2E+07 6E+07 
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2006-07 980000 2.5E+07 2.1E+08 5.6E+07 2E+07 349300000 29530000 13050000 2E+07 1E+08 
2007-08 5780000 2.1E+07 9E+07 1.3E+08 1.7E+07 510530000 99890000 6850000 1E+07 8E+07 
2008-09 8270000 1.3E+07 1.2E+08 1.5E+08 1.5E+07 613120000 599810000 4940000 1E+07 5E+07 
2009-10 9580000 1.2E+07 9.9E+07 2.6E+08 1.2E+07 630340000 517010000 7210000 1E+07 5E+07 
2010-11 16450000 7910000 9.4E+07 4E+08 1E+07 650340000 981140000 2480000 1E+07 6E+07 
2011-12 24330000 1.1E+07 8.5E+07 5E+08 1.1E+07 453850000 796370000 970000 1E+07 8E+07 
2012-13 27770000 8900000 9.3E+07 1.7E+08 1.1E+07 462860000 704650000 2410000 1E+07 6E+07 
2013-14 18680000 1.1E+07 1.4E+08 4.7E+08 1.1E+07 420120000 662340000 1830000 1E+07 7E+07 
Source: WDI, 2015 
Table A8 
Major Bilateral Inflows of ODA to Pakistan, 1971-72 to 2013-14 
Year Australia Canada EU Germany Switzerland UK Japan Netherland Sweden USA 
1972-73 1610000 1.4E+07 2510000 4.2E+07 1750000 17850000 5970000 1610000 1E+06 1E+08 
1973-74 2550000 1.9E+07 6470000 6630000 630000 10770000 14280000 4570000 560000 1E+08 
1974-75 9090000 3.1E+07 1.1E+07 7.6E+07 430000 14340000 25310000 14860000 200000 7E+07 
1975-76 4130000 6.5E+07 2.5E+07 5.1E+07 1.2E+07 14550000 18530000 11070000 5E+06 2E+08 
1976-77 5230000 3.6E+07 9810000 -8E+06 1.5E+07 15160000 17520000 19590000 2E+06 2E+08 
1977-78 3110000 6.8E+07 8850000 3.9E+07 3840000 24950000 28720000 28710000 2E+06 9E+07 
1978-79 3550000 7.3E+07 1.4E+07 4.3E+07 3310000 30050000 46890000 36850000 1E+07 8E+07 
1979-80 5630000 5.6E+07 1.9E+07 1.9E+07 510000 48120000 168340000 23580000 1E+07 3E+07 
1980-81 6570000 2.8E+07 1.4E+07 2.6E+07 1310000 43700000 112420000 31240000 1E+07 4E+07 
1981-82 17170000 5.2E+07 2.2E+07 3.4E+07 2000000 42710000 117720000 20910000 1E+07 9E+07 
1982-83 4630000 4.8E+07 780000 3.1E+07 3430000 25570000 95280000 34690000 9E+06 1E+08 
1983-84 6690000 5.5E+07 8540000 9050000 1890000 18090000 72770000 9000000 1E+06 6E+07 
1984-85 760000 5.4E+07 1.1E+07 3.5E+07 5220000 17800000 67030000 10190000 710000 9E+07 
1985-86 3620000 5.8E+07 1010000 7.4E+07 3790000 15400000 93310000 14080000 1E+06 1E+08 
1986-87 540000 4.4E+07 8300000 7.5E+07 5330000 23500000 151560000 23030000 970000 2E+08 
1987-88 580000 3.8E+07 4610000 5.1E+07 1.2E+07 29300000 126690000 27940000 4E+06 9E+07 
1988-89 750000 6.4E+07 1880000 9.7E+07 6590000 33780000 302180000 27180000 4E+06 3E+08 
1989-90 5440000 3.5E+07 1.3E+07 5.4E+07 5800000 41380000 177450000 26610000 1E+07 3E+08 
1990-91 8250000 2.8E+07 1.5E+07 1.2E+08 9620000 54400000 193550000 26830000 2E+06 2E+08 
1991-92 4940000 3.9E+07 2.5E+07 7.9E+07 1.4E+07 40540000 127360000 29600000 3E+06 1E+08 
1992-93 3480000 2.2E+07 3.1E+07 8E+07 1.8E+07 33030000 173330000 36320000 3E+06 4E+07 
1993-94 3770000 1E+07 2.3E+07 3.9E+07 1.2E+07 31300000 188490000 21130000 3E+06 5E+07 
1994-95 5770000 4550000 1.9E+07 8.7E+07 1.4E+07 36470000 271040000 19330000 3E+06 
-
5E+07 
1995-96 4450000 3250000 1.3E+07 2.1E+07 1.3E+07 53070000 241020000 26380000 1E+07 
-
8E+07 
1996-97 4030000 9650000 2.8E+07 1.6E+07 1.4E+07 61360000 282210000 15850000 8E+06 
-
1E+08 
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1997-98 1810000 1.8E+07 2.2E+07 -3E+07 1E+07 42510000 92160000 17240000 2E+06 
-
8E+07 
1998-99 1840000 1.6E+07 1.9E+07 -2E+07 1E+07 46360000 491540000 16800000 2E+06 
-
4E+07 
1999-00 2010000 1.2E+07 2E+07 8.3E+07 8750000 39480000 169730000 23210000 1E+06 7E+07 
2000-01 2020000 1.3E+07 3.3E+07 2430000 8900000 23720000 280360000 19060000 2E+06 9E+07 
2001-02 2160000 1.4E+07 5E+07 2E+07 8910000 27390000 211410000 17950000 1E+06 8E+08 
2002-03 1530000 7770000 4.3E+07 7.6E+07 9870000 66900000 301120000 12200000 2E+06 2E+08 
2003-04 3260000 1.3E+07 3.3E+07 -5E+06 1.3E+07 112120000 266220000 6870000 2E+06 1E+08 
2004-05 4820000 1.6E+07 4.3E+07 2E+07 1.3E+07 90820000 134110000 7850000 2E+06 8E+07 
2005-06 17310000 5.1E+07 4.3E+07 3.4E+07 1.9E+07 63120000 73780000 43130000 9E+06 3E+08 
2006-07 29400000 4.3E+07 5.8E+07 5.9E+07 1.8E+07 203170000 225020000 20770000 1E+07 5E+08 
2007-08 9700000 4.5E+07 6.8E+07 6.2E+07 1.7E+07 197840000 53240000 36190000 1E+07 4E+08 
2008-09 27130000 4.2E+07 6.3E+07 8.9E+07 1.7E+07 260320000 34240000 31140000 9E+06 4E+08 
2009-10 42210000 4.2E+07 9.8E+07 1.1E+08 1.9E+07 217510000 131430000 38940000 1E+07 6E+08 
2010-11 1.13E+08 1E+08 1.7E+08 1.4E+08 2.4E+07 298510000 207890000 53720000 4E+07 1E+09 
2011-12 74490000 8.7E+07 2.6E+08 1.3E+08 1.9E+07 331590000 528470000 30690000 2E+07 1E+09 
2012-13 87970000 3.9E+07 1.9E+08 1E+08 1.4E+07 299870000 256360000 29520000 1E+07 6E+08 
2013-14 63070000 6.7E+07 1.4E+08 9.3E+07 1.8E+07 528800000 172970000 28650000 2E+07 6E+08 
Source: WDI, 2015 
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Table A9 
Major Bilateral Inflows of ODA to Sri Lanka, 1971-72 to 2013-14 
Year Australia Canada EU Germany  Switzerland UK Japan Netherland Sweden USA 
1972-73 1280000 7630000 10000 6880000 190000 8300000 4790000 260000 780000 2E+07 
1973-74 2250000 4770000 1870000 1.1E+07 30000 3950000 3820000 380000 3E+06 9E+06 
1974-75 4460000 7060000 2620000 1.9E+07 30000 2080000 10500000 530000 4E+06 7E+06 
1975-76 9020000 9430000 1.2E+07 1.7E+07 70000 4140000 16080000 4090000 9E+06 2E+07 
1976-77 2520000 1.3E+07 4850000 1.1E+07 170000 8090000 10910000 6180000 9E+06 3E+07 
1977-78 2540000 1.6E+07 6020000 9640000 220000 5090000 18570000 11990000 1E+07 4E+07 
1978-79 5890000 2.5E+07 6320000 3.3E+07 300000 14870000 39460000 32060000 1E+07 4E+07 
1979-80 5010000 1.7E+07 4390000 3.1E+07 700000 25980000 40030000 21190000 4E+07 4E+07 
1980-81 3620000 2.9E+07 6790000 1.9E+07 1240000 73250000 44780000 22720000 2E+07 6E+07 
1981-82 9750000 3.3E+07 2E+07 9600000 1170000 50400000 49070000 49490000 2E+07 3E+07 
1982-83 11470000 3.3E+07 1.3E+07 2.4E+07 2470000 55480000 61610000 21540000 3E+07 5E+07 
1983-84 7940000 3.6E+07 1.3E+07 4.3E+07 4500000 42300000 73080000 25410000 3E+07 6E+07 
1984-85 8690000 3E+07 1.7E+07 3.4E+07 1930000 28390000 63770000 20650000 3E+07 8E+07 
1985-86 2450000 2.2E+07 1.5E+07 5.4E+07 3310000 12260000 83740000 14450000 3E+07 9E+07 
1986-87 2230000 2.2E+07 1.3E+07 7.3E+07 3840000 17300000 126900000 17220000 2E+07 7E+07 
1987-88 1430000 2.2E+07 1.2E+07 4E+07 4260000 16290000 118250000 23520000 2E+07 4E+07 
1988-89 2730000 2.8E+07 7510000 3.7E+07 3970000 30410000 199830000 28350000 7E+06 4E+07 
1989-90 5130000 1.5E+07 4100000 4.1E+07 3580000 30900000 185240000 18010000 6E+06 4E+07 
1990-91 4000000 4310000 1.6E+07 2.6E+07 3610000 21330000 176070000 22310000 1E+07 8E+07 
1991-92 4990000 9780000 1870000 1.1E+07 1E+07 20560000 256130000 15200000 1E+07 8E+07 
1992-93 5600000 7590000 1.1E+07 4040000 3940000 16260000 96050000 10420000 1E+07 5E+07 
1993-94 6490000 5940000 6470000 1.4E+07 3320000 11720000 147200000 9280000 1E+07 8E+07 
1994-95 5880000 4910000 6260000 7010000 3730000 12370000 213750000 14690000 9E+06 4E+07 
1995-96 6850000 4040000 7190000 1.1E+07 3980000 13550000 263700000 14070000 1E+07 3E+07 
1996-97 10440000 4040000 5340000 1.6E+07 2090000 12100000 173940000 13120000 1E+07 4E+06 
1997-98 6440000 3620000 7180000 9750000 2210000 17440000 134560000 14000000 1E+07 5E+06 
1998-99 5650000 2170000 5020000 1.9E+07 2510000 13600000 197850000 13240000 1E+07 
-
600000 
1999-00 6270000 2530000 7130000 1.1E+07 2060000 9320000 136030000 3100000 1E+07 5E+06 
2000-01 6700000 1370000 5960000 2.1E+07 1920000 9880000 163680000 6880000 2E+07 
-
4E+06 
2001-02 4000000 2750000 7080000 3.1E+07 980000 15020000 184720000 15800000 2E+07 
-
1E+07 
2002-03 4260000 3540000 1.3E+07 7770000 3050000 7680000 118940000 18600000 2E+07 
-
1E+07 
2003-04 6310000 5820000 1.5E+07 1.6E+07 5030000 9270000 172260000 21510000 1E+07 
-
9E+06 
2004-05 18930000 5450000 1.5E+07 2.9E+07 5360000 16820000 179530000 13910000 2E+07 
-
3E+06 
2005-06 43270000 4.6E+07 1.6E+07 7.5E+07 1.1E+07 13720000 312910000 56160000 5E+07 6E+07 
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2006-07 22960000 1.5E+07 2.5E+07 6.4E+07 6690000 6860000 202630000 14950000 2E+07 3E+07 
2007-08 17620000 3.1E+07 6.6E+07 2.1E+07 8520000 11500000 44160000 14570000 2E+07 3E+07 
2008-09 21960000 4.2E+07 1.1E+08 1.1E+07 7210000 1750000 96690000 19760000 2E+07 5E+07 
2009-10 43580000 2.5E+07 5.9E+07 -6E+06 9310000 18150000 91620000 2690000 2E+07 3E+07 
2010-11 61220000 1.1E+07 4.8E+07 -6E+06 9940000 -8500000 155430000 3620000 1E+07 3E+07 
2011-12 58220000 1.2E+07 4.7E+07 1890000 1.1E+07 4220000 168050000 1320000 1E+07 2E+07 
2012-13 44180000 5190000 4.6E+07 -310000 8510000 8650000 182210000 460000 5E+06 7E+06 
2013-14 28110000 3620000 4.3E+07 -4E+06 1.2E+07 14470000 105000000 70000 4E+06 3E+07 
Source: WDI, 2015 
 
Figure A1: Aid Volatility Relative to Major Sources of Government Revenue in India 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
 
Figure A2: Aid Volatility Relative to Major Sources of Government Revenue in Pakistan 
     Source: Authors’ calculation by using the dataset of WDI, 2015 
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Figure A3: Aid Volatility Relative to Major Sources of Government Revenue in Sri Lanka 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
 
Figure A4: Year-on-Year variation of Bilateral Aid Inflows to India, Pakistan and Sri Lanka, 
1971-72 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
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Figure A5: Year-on-Year variation of Multilateral Aid Inflows to India, Pakistan and Sri 
Lanka, 1971-72 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
 
Figure A6: Year-to-Year Variations of Major Multilateral Donors to India, 1981-82 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
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Figure A7: Year-to-Year Variations of Major Multilateral Donors to Pakistan,  
1981-82 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
 
Figure A8: Year-to-Year Variations of Major Multilateral Donors to Sri-Lanka,  
1981-82 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
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Figure A9: Year-to-Year Variations by Five Major Bilateral Donors to India,  
1973-74 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
 
 
 
Figure A10: Year-to-Year Variations by Five Major Bilateral Donors to Pakistan,  
1973-74 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
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Figure A11: Year-to-Year Variations by Five Major Bilateral Donors to Sri Lanka, 
1973-74 to 2013-14 
Source: Authors’ calculation by using the dataset of WDI, 2015 
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